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Concentration of Airline Operations: *at 
Individual Airports 

W. Gelerman and R. de Neufville 

It ie shown that it is a natural property of air trans¬ 
portation networks for competitive airlines to concentrate 
their operations at individual airports serving a given market. , 
This implies that a strategy of developing satellite airports 
ie doomed to failure unless the competitive behavior of the 
airlines is restricted. The results are demonstrated by 
tracing out the implications of observed patterns of traveller 
behavior aa regards choice of carrier on the optimal game strategy 
fwt any particular airline. Analytic results for a two airline- 
two airport situation are extrapolated to the more general case, 
sad specific supportive evidence from current operations are cited. 
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Objectives 


The purpose of this study is to define the patterns of 
behavior of airlines and air travellers in an air transportation 
network and to analyze the implications of such behavior with 
specific reference to their use of satellite airports. 

2. Initial Observations 

Initially it was necessary to get an overview of the 
relationships between small and large airports that serve a 
single metropolitan area. We wanted to know what the general 
tendencies were with respect to passenger volumes and scheduled 
Ilight frequencies. The following six airport "sets’* were chosen 

for examination; 

Cleveland - Akron 

Detroit - Flint - Lansing - Toledo 

Houston ~ Beaumont 

Philadelphia - Harrisburg - Allentown 

Pittsburg - Youngstown 

San Francisco - Oakland - San Jose 

We gathered our data on frequency of service from the CAB's 
"Airport Activity Statistics" for 1970 and from the "Official 
Airline Guide” (the former source deals with total frequencies at 
aach port and the latter with the frequencies on specific links 
of the air transport network).(1,2) Data on demand were extracted 
from the CAB’s "Origin-Destination Survey”. We then used 1970 


census data by county and by township to calculate the population 
within a radius of about fifty miles of each airport. The 
geographical proximity of each town to each airport determined 
to which airport its population was assigned. 

The review of these data indicated, first of all, that 
the role of satellite airports at present is quite small. 

Secondly, it suggested that the market share of traffic of 
the satellite airports was low due to a lack of frequency of 
service. First, the demand per unit population (i.e. population 
nearest each airport, as described above) is much lower for the . 
satellite airports than it is for the larger airports. (Figure 1) 

This implies at the very least that the large difference in 
airport use is not due only to the difference in population near 
each airport, but also to other factors as well. If population alone 
ware a factor, the ratios of population to demand would be 
approximately the same at each airport. But, as Figure 1 shows, 
the difference in ratios between small and large airports is 
quite large. For example, the ratio of volume to population 
at Cleveland is slightly less than-. 1.0, while the value for Akron 
la in the vicinity of 0.12; similarly, Detroit has a value of 
about 0.8, whereas Lansing is at about 0.14 and Flint, about 0.07, 
These differences imply that the proximity of populations to 
airports contributes little in explaining the distribution of 
mb 4 between neighboring airports. In any case it is clear that 
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connections and the availability of alternative flights as a 
protection against missed flights. (5,6) 

In particular, Taneja concludes that: 


•..the dominant explanatory variable of market share 
is frequency share. To the first approximation the relation¬ 
ship between the percentage market share and percentage 
frequency share is almost a straight line. However, by 
introducing a third variable, number of competitors 
in the market, we obtain a family of S—shaped curves.” 

Frequency share refers here to the percentage of non-stop and one- 

stop flights that are performed by a given airline in a given 

market (e.g. Boston to New York); similarly the market share refers 

to the percentage of passengers carried by a given airline in 


a given market. 

Renard's further work on this subject also found an S-shaped 
relationship between market share,MS, and frequency share, FS. He 
puts forth the following interactive model to relate MS and FS for 


any airline, i: 


/ 


MS, 




(3.1) 


where ac may depend on the number of competitors but appears 
to lie in the range 1<* < 2. (Figure 4) 

Renard s model has the following characteristics for which proofs 
are given in Appendix 2. 

(1) For any given frequency share an airline may have, 
its market share increases as the number of its competitors 




increases and thus, as its relative size increases. 

(2) If all (M - 1) competitors of any airline i 
have equal frequencies, ana' if its frequency share is less 
than its equal share, FS^ 1/M, its market share will be 
less than ita frequency share, MS^ ¥S ± . Conversely, if 
?S i > 1/M, MS i > FS r 

The S-sliaped function relating market share to frequency 
share would reflect what the airline industry tends to regard as 
a well-known tendency for the public, to "go with the winner 1 ', that 
ia 5 to travel disproportionately with the carrier that offers 
the moat service along a particular route. 

Evidence for the existence of this "S-shaped" response of 
tha public is given by many instances. American Airlines, for 
example, has made a practice of scheduling at least one more 
flight than ita competitors along given routes. As a result, American 
•eeme to have an joyed a market share considerably larger than ita 
frequency share, in particular along its coast-to-coast routes in 
competition with United and Trans World Air.Unes(6) , 

4. iggOicationa Traveller Response for Airline Strategy, in a 
Given Market 

The implications of the public’s S-shaped response patterns 
to fraquency of air service on the behavior of two competitive 
airllnas Is quickly and intuitively deduced. Assuming that 
costs of operating in a given market are directly proportional to 
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the number of flights, which is reasonable in general, there are 
ranges of operation for which revenues increase much faster 
than costs (i.e., above a 50% frequency share). Conversely, 
going below a 50% frequency share, revenues decrease 
much faster than costs.(Figure 5) Either airline will, naturally, 
try to increase its frequency share above 50%, as that maximises 
profit. But the other airline, which would be forced into a 
profit-minimization point if it allows this to happen, will insist 
on maintaining its frequency share. Alternatively, it might 
choose to drop out of the market, but in any case would not, unless 
special circumstances prevail, choose voluntarily to accept 
less than its equal share (in this case, half) of the frequency 
and market share. In short, the non-linear response patterns of the 
travellers, when coupled with a linear cost function, places the 
competitive airlines in a dynamic game which forces them to one of 
three equilibrium points, as shown in Figure 5. 

Exceptions to this rule are bound to exist. Some airlines, 
first of all. will not perceive linear costs as suggested by Figure 5> 
far a variety of scheduling and other reasons, their costs for 
providing a particular flight along a - link-may be very low. They 
may choose to offer the service because, even though it 
obtains a disproportionately small share of the traffic, its 
peculiarly low costs still make it profitable. Conversely, 
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gome flights which may be offered operate at inconvenient times and 
do not, therefore, really compete. An airline may, then, 
justifiably accept a frequency share less than its equal share 
becauee it recognises that its market share will not be sight- 

ficantiy affected. 

The significance of the kind of analysis suggested in the 
firet paragraph does not lie in its possible precision, but 
in that it defines the dynamics of the competitive process in which 
the airlines are engaged, and prescribes the equilibrium points toward 
which they will tend. This kind of analysis will be extended to. the 
general case of competition among several airlines and several air¬ 
ports, and is shown to provide a strong explanation for the 
inability of satellite airports to attract much traffic. 

Considerable evidence exists to indicate that airlines actually 
compete as our analysis suggests. Taneja's data on two-airline 
competition show, that some 20* of all competitors in the sample 
have identical frequency shares, end about 50% have essentially 

, „ aWea namely between 44% and 56%. (Figure 6) (5) 

Identical frequency snares * nam y 

The same kind of results are obtained when there ere several 
competitors in a market. Analysis of the 1969 daily freqnenciee 
of the three major airlines in TWA’s 25 top city-pair markets shows 
that, with the exception of three or four markets, each competitor 
has approximately the seme number of flights (Table 1). (7) 



A concrete example of the bad effects of not matching a 
:ompetitor's schedule, is provided by the experience of TWA on the 
Philadelphia-Los Angeles route in the summer of 1969. Prior to then. 
EWA and its competitors. American and United, each, had two daily 
flights. That summer. American and United each laid on an extra 
flight. But TWA, arguing Internally that, since the load factor 
on the route was only 50%, there were enough seats and no increase 
in capacity was warranted, did not add a. flight. The result was 
that, as TWA's frequency share dropped from 33% to 25% or by a 
quarter, its market share was estimated to drop by nearly a third. O) 
The airlines themselves are well aware of i-his effect. To 

quote from the TWA report (P.ef. 7): 

"...Mo airline can be a fully effective competitor °n a 
route if its schedules fail to provide time y 

coverage at least approximately as convenient ae 
other carriers on that route, (p. **) 

n Tn a two-carrier competitive market, the incremental 
inu S capacity tends to be one schedule by each carrier, 

or two schedules for the industry. carrier 

*Ld the incremental unit of capacity in a three carrier 
competitive market tends to be three industry schedules, (p. 

"When one gets to larger markets, it. becomes less vital 
toLtch inother carrier's frequency pro else lj. (p. 5) 

This Isst quote is of special interest. First it helps explain 
why "precisely equal” competitors many times do not exist. But more 
interestingly, it reflects the fact that relative fre quency share s, 
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not relative absolute frequencies , are seen to be the important deter¬ 
minants of market share. 

To illustrate how Renard's model explains the observed 
phenomenon that precise matching of competitive carriers’ flights 

is most important in smaller markets, it is sufficient to trace 

( 

through the effect of any competitor cutting out a flight in a 
market served, say, by four flights a day and by 10 flights. The 
loss in potential traffic is much greater in the smaller market. 

Renard’s S~shaped model appears to provide a reasonable 

basis for explaining the observed tetidendy of airlines to match 
schedules, and it also seems to explain adequately vzhy, in large 
markets, it is ’’less vital to match another carrier's frequency 
precisely. M In short, the 3-shaped model of traveller response to 
frequency appears, by tracing out its implications through the 
competitive game, to provide a good explanation of why 
airlines schedule flights at airports as they do. A similar 
argument will now be used to explain how carriers schedule 
flights between principal and satellite airports. 


5. 


The General Problem 


5.1 • Initial Assumptions and Definitions 

The discussion of initial observations suggested that the relative 
frequency of flights in a given market was far more important than the 
distribution of population in explaining the distribution of demand 
between neighboring airports. Since the "frequency delays" caused by 
usual schedules are generally much larger than those due to airport 
access or airfield congestion, we may surmise that the latter factors 
are also less important in describing airport use. 

If our observations to this point have any merit then we can see 
a parallel between the competitive situation of airlines and the 
competitive situation for airports. We may think of the airports 
as competing for a share of the existing market (to a given destination) 
on the basis of their relative frequency of service to the given 
destination. There is, of course, a conceptual difference between 
market share for airlines and market share for airports. With respect 
to airlines, the"®arket" refers to anyone who uses the airport as an 
origin for a specific destination? that is, the market is concentrated 
at one place. But with respect to airports, the "market" is dispersed 
and what may be defined as a "market" for one airport may not qualify 
as a "market" for another. But to the extent that the distribution 
of population is of minor significance, we feel justified in thinking 



of the air passenger in a given area as constituting one market for 
any given destination (even though the other variables may help to 
explain market shares for airports, the frequency shares seem to be 
the primary descriptive variables and ought to give us the basic 

structure of the airport market share model). 

To verify the plausibility of the parallel between passenger 
behavior for airlines and airports, the market share of airports 
was plotted versus their frequency shares. (Figure 7 ) Data 
for eight airport ’’sets' 5 flying non and one-stop flights were used 
for this graph. Inspection of these points shows that there is a 
strong' similarity to the s-shaped relationship postulated by 

Taneja and Renard. for airlines. 

The aeries of choices that must be made by each air passenger 

is illustrated by figure 8. 

The passenger must first choose between airports, say I and II, 
and then choose from among the airlines, say a and b, within the 
chosen airport. Whereas before we explored what inference the non¬ 
linear passenger response to frequency had on airline behavior at 
a single airport, we are now interested in finding what each airline 
will do to maximize its share of the total market over two airports, 
and in determining what kind of stable equilibrium use of the airports 
may result. (In reference to our diagram, airline ’a’ would try to 
maxim! * tha aura of flows through path's 0-1-2-4 and 0-1-3-6). 


Let us now define the symbols to be used in our analysis: 


MS 

MS 


market share of airport j 
total market share for airline i 


MS j.r' 

F Sj - 



that portion of MS i whlth airline i accumulates 
frequency share of airport j 

> frequency share of airline i within airport j 


in airport 


Our problem is to find how each airline i can maximize MS^ 
where , using the S~Shaped functions for passenger response: 


j 



As each airline 1 tries to maximize its own market share, it will be 

opposed by other airlines which also want to maximize their market 

share . The problem then is to find an equilibrium state (if it exists) 
in which each competitor i. satisfied th.t he cannot Improve his po.itlon 


under existing conditions. 



5.2 Two Airport - Two Airline Examples 

To obtain Insight into the nature of the problem we first 
explored a simple two airport - two airline situation. Thia example 
wee examined by evaluating all relevant cases and seeing what 
happened. Subsequently, as indicated in sections 5.3 and 5.4, 

the general cases were examined. 

As can be appreciated, the airlines are engaged in a 
competitive game. They assign their flights to either of two 
locations, and their assignments can be countered by their 
competitors. Their mutual object is to attain a position of 
wximum advantage, which reasonably appears to be defined, for 
fixed fares, as the largest market share. For a two competitor 
situation, the preferred strategy, the ''solution", can be 
inferred from a payoff matrix. 

We can uaa the formula for MS 1 to calculate a two dimansional 
payoff matrix for the two airport - two airline competitive situation 
Aaaume that airline *1 has ^ flights which it wants to allocate 
between the two airport* and that airline M has n 2 flights that it 

wants to allocate. We define. 

It . number of flights airline 1 allocates to airport 1 
1 » nuofcar of flights that airline 2 allocates to airport 1 
MS^ 1 - the total market share for airline 1 when airline 1 
allocates k flights and airline 2 allocates 1 flights to airport 1. 
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We can therefore get the following type of payoff matrix: 



While the values MS^* 1 represent the market shares for airline 1, the 


values (l-MS^* *") would represent the market shares for airline 2. Analysis 

of this type of matrix for specific values of n^ and n 2 amounts to a 

aero sum* two-player game. The payoff matrix for a two-airport two - 
situation 

airline jbas calculated for ^ - n 2 ** 10 (Table 2).. As can be seen, 
the first and last rows dominate all other rows for airline 1, while 
the first and last columns are dominated by all other columns for 
airline 1 (they therefore dominate all other columns when we speak 
in terms of payoffs for airline 2). 



Analysis of this matrix using zero-sum, two player game theory 
indicates that five possible equilibrium states exist. The points 

are: 

' lt Eae h airline has all its flights at airport 2 <k=o and l-o) 

2. Each has all Its flights at airport 1 (k-n 1 and 1^) 

3 . Airiines 1 and 2 each split their flights evenly between 

the two airports such that k ~ (n^/2), 1 ® (nj2) 

4. Airline 1 has all flights at. airport I and airline 2 has 

all flights at airport 2 (k=>n, l~a) 

5. AS.rline 1 has all flights at airport 2 and airline 2 has 
.all flights at airport 1 (k“o s l-n 2 ) 

Naturally, these equilibrium situations presume that the markets 
around each airport are comparable. As, in reality, this will not be 
•the case, some airport will have some intrinsic advantage, probably 
locational, so that some of the equilibria points will not be chosen. 
Specifically, airlines will not choose to locate at the less favorable 
airport if alternatives are available. As one is, namely that they 
both locate all their flights at a single airport, they will tend to 
do so - to the extent the analysis is correct. This is what is 

demonstrated below. 
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It can be shown that any two-dimensional payoff matrix of the type 
described here will have all of its four "corner values" and the 
central point, MS^V 2 * n 2 /2 \ equal. Since we are dealing with 

a fixed total demand, it is obvious that MS^ 0 * ° * MS^ V 2 and 
that MS °» n 2 * MS V 0 - MS (n l' /2 * n 2 /2) (airport location is 
assumed to be insignificant and the passenger is reacting to the 
flights). We must now show that MSj° ,n 2 ■ MS^ »° j 

from our equation for MS^’^* J 
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If we can show the dominance of end rows 


and end columns for 


all two airline two airport payoff matrices, we will be assured that 
equilibrium states always exist for such cases, and that they exist 
at K ■ 0 or ^ and 1 = o or as well as for their equivalent 

K • n^/2, and 1 - n 2 /2. 

5.3 Kftneral Solution of the Two Airp orl_Two_A lrllne Proble m 

To show dominance for the end rows and columns as described 

k 1 

in section 5.2, we need to show that the expression for » is a 
maximum either at K-o or k-i^ for any value of 1, 04 l 

(because it is arbitrary which airline we call 1 and which we call 2) 
Letting K « n x + * 2 and multiplying the numerator and 

denominator by H* we gat: 


HS ? 1 = 

*u rt&ruL‘ 

^ * 

8 = 


(K*j0 +QI-K-X) 


K 


e* 


(m,-K) 


JL 




= A 


©4 


Q-K-iT §&)ipaTj 


Qb-lO 




Dividing A through by K^and rearranging we get: 



Therefore, A - 0 at K = 0 and A increases monotonically as K increases 
If we divide B through by 0^ - Kf and rearrange, we get 



So that B - 0 at K ™ n x and B decreases monotonically as K increases. 

Wc now know that MS^’ 1 is correctly represented by either of 
two graphs as K is advanced from 0 tu n^. (Figure 9) We have 

also shown for one particular case (Table 2) that MS i ls maximum 
at K - 0 and K thus it is impossible for graph II to be true. 




We have therefore shown that the "all or nothing allocations 
of flights,the-corner points, are always optimal for the two airport 
two airline situation. By extension so is their equivalent, the 

center point. 

5.4 Extrapolations 

From what we know of the two airline case and from what we have 
shown about the structure of Renard’s market share model, we can 
project some results for the three or four airline situation. We 
have shown for the two airline,- two airport case that an equilibrium 
state could exist for any "all or nothing" combination of allocations 
by the two airlines (i.e, for any combination of K = 0 or n^ and 1 * o 
or « 2 )* Then theoretically an equilibrium situation could exist 
if both airlines were tc choose the seme airport or if each were to 
choose a different airport. 

Let us now suppose that we start with an equilibrium state in 
which one airline has all its flights out of one airport and the 
other airline has all its flights out of the other airport (in a 
two airline two airport situation), and then a third airline enters 
the scene; assume that each of the three airlines has n flights 
available to it. If airline if 3 were to split its flights equally 
aaong the two airports, its MS would be, since each airport would have 


half of the total: 




If it were to decide to put all its flights at one airport, its MS 


would be: 



It would therefore be wise for the third airline to put all its 
flights at one airport rather than to split its flights equally. 
While we do not know whether or not soae strategy which lies between 
an even split and a 0% - 100% split is better than a 0% - 100% 
split, it appears highly unlikely. Each time the ariline removes 
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one flight from the airport going to 0% and adds it to the airport going 
to 100% it is decreasing its share in the airpori. whose market shar 
i. less than its frequency share while at the same time increasing its 
share in the airport whose market share is greater than its frequency 
share. If we assume then that airline 3 puts all its flights at the 
airport with airline 2, are we at an equilibrium situation? the 
answer is obviously "no I" If airline 1 were to stay whera it is 
it would have all of the market share of airport 1. where the market 
share is less than one-third. This is obviously because only two 
airports are in competition and. according to the structure of our 
aodel, airport 1 would have MS^FS, where FS - 1/3 * i for m -2). 

»ut if it a»ved all its flights to airport 2, it would have a 
proportional share, or 1/3, of the entire market, a better situation. 
So the intrinsics of a third carrier will impell the others to 

concentrate their flights at a single airport. 

If we had originally assumed that the first two airlines were 
both entirely at a single airport, the third airline to arrive would 
have found itself in the same position that airline I. found itself 
after airline 3 had arrived. Thua for the three airline competitive 
situation there exists only one equilibrium situation, or two 
equilibrium points where the carriers are all located either at one 
airport or the other (where all flights are at a single airport), 
whereas the two airline case may have (under ideal conditions where 



the distribution of population is not a factor) five equilibrium points. 

Now let us extend this reasoning to a four airline competitive 
situation. The fourth airline enters a market in which three airlines 
are concentrated at one airport; it can either place all its flights 
at the same airport as the others or it can put some number of flights 
at the airport which presently has no service. It seems intuitively 
Obvious that no matter how many flights the fourth airline wishes to 
place in this market, it wou3.d be best to put them all at the busiest 
airport. If it put all its.flights at the other airport, it would 
be in a two competitor situation where its frequency share would be 

equal to : ----si-& 

+ '*3 + ^ 

If, on the other hand, it put all its flights at the other airport, 
it would be in a four competitor situation with the same frequency 
share, which (according to the structural property proved earlier) 
would result in a higher market share than the two competitor 

situation. 

6. Conclusions 

6.1 Statement of conclusions 

We have suggested, through a series of logical arguments, that 
it is better in a two airport situation for a number of airlines 
serving a given market to congregate at a single airport rather than 
to split into two groups of airlines, each group using a different 
airport to serve the same market. We have also shown through intuitive 



reasoning that the congregation of all airlines at a single airport 
is the absolute optimum situation; that is, that the splitting of 
flights between airports (in serving a particular market) by any one 
airline is a sub-optimal strategy and therefore an unstable situation. 
We have not yet been able to present any rigorous mathematical proof 
of the latter assertion. It would,therefore, appear that the 
concentration of traffic for any market at a single airport in a 
given metropolitan area is the natural result of the competitive 
game played by the airlines. Satellite airports can therefore 
never be competitive with existing airport*, unless measures are 
taken to limit the degree of competition at the existing airports. 

$• 2 Su pportive Evidence 

Evidence in support of these conclusions can be found in all 
multi-airport regions of our country. The following examples are 

extracted from Batchelders’ thesxs (8-)° 

1) In competition with O’Hare Airport in the Chicago area, 

Midway Airport has seen very little use despite pressure by 
the airport authority and despite congestion delays at O’Hare. 

2} In spite of the numerous airports located witnin the Los 
Angeles region and the San Francisco region, there is only 
one important link between the two regions, that between 
the major airports, San Francisco and Los Angeles International 




3) In the Washington region, almost all short haul traffic 
goes through National, while most long haul traffic goes 
through Dulles. The traffic at Dulles is more or less 
' forced there by long haul restrictions at National, whereas 
the concentration of short haul traffic at National is 
voluntary and no doubt the result of competition among the 

airlines. 

4) In New York we find that most long haul markets are 
served at Kennedy, while moat short haul markets are 
eerved at La Guardia and Newark. But even for the short 
.haul markets, either Newark or La Guardia dominates any 

given market. 

That the previous examples are the result of the competitive 
games played by the airlines is supported further by the following 

statement made by TWA (*?)• 

"Normally, the provision of service at a satellite is 

obtained by mere transfer of a carrier's flights previously 

aerving the area's primary airport. The reason gets back 

to the competitive considerations set forth at the outset,.. 

even though a carrier starts supplemental service at a 

satellite airport, it is not prepared to seriously impair 

the competitive attractiveneaa of its pattern at the 

primary airport." 



The airlines know that to remove flights from a given market 
in the primer, airport and to move these flights to the secondary 
airport mould hurt them in terms of total market share. Their 
only alternative is to leave the frequency of service as it is at 
the primary ariport and to bring in new flights at the satellite 
airport! but since for most markets the existing number of 
flights are more than enough to meet demand, it seldom pays for 
in . lr ii„e to add even more capacity to that which is already 


available* 


ay 


references 


1. Civil Aeronautics Board, "Airport Activity Statistics of Certificated 

Route Air Carriers", 1970. 

2. "The Official Airline Guide, Quick Reference North America Edition," 

Reuben H. Donnelly Corporation, Chicago, December 1, 1971. 

3 . civil Aeronautics Board, "Origin-Destination Survey of Airline 
Passenger Traffic," Second Quarter, 1970. 

4 . United States Bureau of the Census, "Number of Inhabitants , 

1970 Census of Population > 

5*.. Taneja, N.K. "Airline Competition Analysis," unpublished report, 

MIT Flight Transportation Laboratory, No. ITL'R68“2. 

6. Renard, G. " Competition in Air Transpiration, An Econometric 
Approach," MIT Department of Aeronautics and Astronautics, 

September, 1970. 

7 . Trans World Airlines, "Discussion of Airline Load Factors and 
Capacity", August, 1969. 

8 Batchelder, J.H. "A Market Area Analysis of Parallel Air Service 
‘ Between Two Regions," MIT Department of Civil Engineering, 

January 1972. 




APPENDIX I 

Proof of Structural Properties of Regard’s Model 
Proof (1) 

Property : 

For any given frequency share, as the number of competitors 
geta larger, the corresponding market share also gets larger. 
Proof: 

Let m frequency share of airline 1 in a given market 
U , P are frequency shares of competitors of airline 1 

j 1 

We must show that: 


MS, = — 
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1 j'-i J 
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where: 
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for n-2 and u 2 " P 2 * P 3* we must show: (P 2 +P 3* ^ j 

which is equivalent to showing that: 
letting P,/p=X , 

then we know that: (|-t^) • , __ . 
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The proof la now complete. 
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Proof (2) 
Let: 


m » number of competitors in a given market at a given airport 

n. - number of flights by airline 'k.' at the given airport 
* and for the given market 


N - total number of flights for the given airport 

n /K n FS * frequency share of airline i 
i i 

Xfa » MS^ ■ market share of airline i 

Property : 

If all m-1 competitors of airline 'i 1 have equal frequencies, then: 

V 

FS^ when FS ± !/rr» 

and MS i ^ FS^ when FS^ 


Proof: 


Substituting into Uenard’s formula we get: 
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competitors share must be larger than 'i's' share. 
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PLANNING, MANAGEMENT, AND 
ECONOMICS OF AIRPORT OPERATION 

by John Wiley 
M. I. T. 


July 14, 1972 


Abstract 


An overview of the role of the airport in the 
transportation complex and in the community? the establishment 
of the airport including its requirements in regional planning 
and the operation of the airport as a social and economic force 



I would like to ask you to think with me in a non- 
dimensional way about the airport as a part of the air 
transportation system under three broad headings: 

First - the various roles the airport plays in the system. 
Secondly - what goes into the establishment of the airport, 
especially in the planning area. 

Finally - what considerations must be given primary weight 
in the operation of the airport. 

As we reflect on these aspects of the airport as a part 
of the air transportation system I will also attempt to high¬ 
light certain problem areas that need attention. 

THE ROLES AN AIRPORT PLAYS 

1. Airside Part of Airport 

Here aircraft land, take off, are serviced and are separated 
from or united with the loads they have carried or will carry. 

This is the part of the airport historically associated 
with the term "airport manager". This is the technical and 
operational part of the airport and involves interfaces with 
suppliers and operators of new equipment; with the ATC function 
and with the provision of emergency rescue services. Problem: 
Airplanes can be produced faster than this type of facility. 

There is a need for more planning and construction lead time. 

2. Land Side Part of Airport 

Here passengers and cargo arrive and depart by various 
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ground means or local air transport. They enplane or deplane 
using such services or processing as may be appropriate or 

desired during the transition. 

This is the part of the airport that has mushroomed in 

recent years into acres of car parks, complexes of terminal 
buildings and myriads of services demanded by or offered to 
patrons in today's living. Let us call it the commercial/social 
part of the airport. For the future we must look toward a sim¬ 
plification of these functions and a reduction of the ground 
handling costs associated with them. There will be more off air¬ 
port processing, more mass transfer direct to plane side; more 
use of rail from city centers; and more use of busses and ex¬ 
clusive bus lanes from regional collection centers. 

3 . The Airport as a Community Asset 

An airport stimulates the economy. It is a resource as an 
employment center and a generator of secondary employment and 
income, an educational center, a recreational area, and a source of 
improvement to the environment and ecology of the community and 
an influence in this direction with all parts of the aviation 

industry. 

After listening to the environmental concern so eloquently 
expressed last year at the MIT/NASA V/STOL Workshop and again 
last November at NASA's Langley Conference on "Vehicle Technology 
for the 70's and Beyond" it would be redundant for me to urge 
again that the various quieting programs now underway 
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be expedited. We are beginning to pay a frightful price in 
stymied development for our neglect in the past. There is 
and will be no fourth airport in New York. There may be ulti¬ 
mate limitations on airline runways at Kennedy, La Guardia 
and Newark Airports. ■ The Everglades jetport is stopped. In 
L.A. there are noise suits. Palmdale is stymied; Boston at an 

XJ_ 

impasse. (In Boston, the Mayor classifies airports in the 
same league with dope pushing, prostitution and crime). We 
must begin to use transportation resources to at least help 
to improve the environment. I had hoped the PONYA could have 
demonstrated this by cleaning up Jamaica Bay as it produced 
the needed new runways at JFK, but the NASA study said the two 
could not be done compatibly. (At this juncture let me pay 
tribute to NASA and specifically to Ed Cortright for organizing 
the above referred to conference at Langley last November. Ed s 
keynote address at that conference with its succinct slide re¬ 
productions should be required reading for everyone m airport 
and aviation planning.) 

4. Airport Dealings with Governments (local, country, state, 
federal and agencies thereof.) The problem is to devise 
means of making it possible for the elected official to say 
"yes" instead of necessarily currying favor with the elec¬ 
torate by opposing any and all new technological developments. 
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5 . Th„ Airport Rnle in Dealing with Ar ea. Regionwide or Nationa l 


Planning Agencies . 

Obviously the airport must be planned in collaboration 
with area regional and national planning agencies and they 
have to be brought in before the fact and not reai about the 
proposed development in the papers. A disgruntled state high¬ 
way director doesn't produce very good access to airports. 

But even more important is that the size and capability of the 
airport must bear some relationship to the region's needs. 
Conversely if airport development (and capacity) is stymied 
for environmental or other reasons, regional planners must know 
it to chop off other development that would otherwise get out 

of phase. 

While on this subject of regional capacity let me 
digress for a moment to comment on one of Dave Cout's points 
the size of the market for STOL services. I believe his con¬ 
clusions were directed to the so-called natural demand market 
which in many cases did not appear sufficient to justify 
development of the new vehicle. I submit that there is another 
market - I will call it a market of necessity - which should 
be added to the natural demand market and which may therefore 
affect the conclusion. This market of necessity is produced 
by the upcoming shortage of CTOL runway capacity in many hubs 
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due to the arrest of development for environmental and poli 
tical reasons. In the NY area, for example, the denial of a 
4th airport site and the denial of additional runways for JFK 
in Jamaica Bay make it inevitable that at some time in the 
future the existing CTOL runways on JFK, LaGuardia and Ne¬ 
wark will have to be restricted solely to that traffic which 
cannot move either by other modes or by aircraft which can use 
grpQL runways on JFK and Newark or at other STOLports to be 
developed. You heard Bob Ransome refer to this probability 
yesterday when he said the limited gate capacity at LaGuardia 
should be used for medium/long haul jet services and not for 
PSA style services. 

6 . The Airport's Role Vis-a-Vis the Role of the Airline 
{national or other) . 

This question applies more generally outside the USA in 
jurisdictions where the national airline and the national air¬ 
port are operated by the same entity and involves the degree 
of subsidization - if any - that should be accorded to each. 

By the back door this also raises the question of the equita- 
bility of the level of airport charges which we will pick up 

further along. 

II. ESTABLISHING AN AIRPORT 

2.1 a-neral Criteria and Policy Objectiv es o f the Planning Proces s 
In this area the governing factors will be the time period 
over which the airport system is expected to function, the 
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of the area to be served by the 


scope, meaning the size 
airport, the type of an airport that is contemplated, the 
standards to be followed, (whether national or international), 
and finally the type of ownership, operation and regulation 
of the airport under consideration. 

2.2 Study Organization 

Organization i'or the study must include identification of 
issues or specific issues to be studied; the limitation that 
may be imposed on the study by work schedules and available 
budgeted funds; and a detailed layout of the structure of 
the study and the procedures to be followed. 

2.3 The Planning Process 

There are certain steps which must be followed in the planning 
process consisting of; (a) an inventory of existing facilities, 
(b) forecasts of the traffic to be handled; (c) demand and 
capacity analyses of the several components of the airport 
system: namely, aircraft, airfield, terminal airspace and ground 
access technology; (d) facility requirements and (e) environ¬ 
mental studies. It is in the area of (c) above that the 
excellent work of Ed Cortright and NASA are making such an 
appreciated contribution. 

2.4 Site Selection 


This process 


includes the ranking of alternatives and the 


selection of systems. It is most important that in the site 
selection process there be progressive utilization of the pre¬ 
liminary office 'study; primary and final field surveys and 
a great deal of attention paid to the establishment of rela¬ 
tions with the community and other planning agencies at the 
right times in the process. The latter point is emphasized 
by what we did not do in New York when conducting the pre¬ 
liminary studies for the fourth airport. A premature leak in 
the press put the pack in full cry before we could even try to 
enlist the support we needed - the rest is history. 

2.5 Evolution of the Master Plan . 

This involves several different layouts; the airport; land 
use around the airport; the terminal area; and means of air¬ 
port access. There must also be a financial analysis including 
schedules and costs, studies of economic feasibility and 
methods of financing. 

2.6 Evaluation of the Master Plan 

Here all of the skills and methodology of cost benefit and 
cost effective analysis must be brought into play to insure the 
selection of the most feasible master plan. 

2.7 Plan Implementation . 

When it comes to implementing the plan selected the consider¬ 
ations are many. The political and environmental climate 



must be given full weight in establishing the timing, 
financing, and land acquisition schedule. Likewise, the 
recommended legislation or regulation for the airport and 
appropriate land use controls must be most carefully dealt 
with. Here again insoluable problems will arise unless 
careful coordination is exercised at the proper time with 
those who can say "No." 

2.8 Organization, Staffing, and Direction 

This is probably one of the most vital steps in the 
establishing of the airport. We must think of the organiza¬ 
tion chart as the skeleton of the human frame: the job 
descriptions which tell what people do are the flesh and 
blood. The working relationships which define how people 
react with one another are the nerve system of the enterprise. 

The organizational structure and the people who man it 
must be flexible enough in their working relationships to 
permit the use of task forces drawing on many different 
disciplines to solve a particular problem when appropriate. 
There must be a definite plan made also for the training 
and on-the-job development for staff. 

I cannot emphasize enough the importance of the staf¬ 
fing process, particularly the facet requiring a full mutual 
knowldege and understanding of working relationships between 
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the boss and those he supervises in both directions, and 
between those they serve, or advise or audit in both direc¬ 
tions. This subject is several lectures in itself. 

Ill . OPERAT ION OF THE AIRPORT 

We heard Jim Miller say that one of the highest forms of 

managements is that it will be economically efficient. Per¬ 
haps this can be paraphrased to say that successful manage¬ 
ment is the walking of a tightrope between many conflicting 
standards. For example, a balance must be struck between 
economics on one hand, and environmental considerations on 
the other, and between the need to expedite the flow of traffic 
and the need for careful screening to prevent highjacking. 

Let's plunge right in to the operation of the airport by 
talking first about: 

3.i Capital Revenue and Expense Budget s for Control of 

Operating Results 

This involves the formulation and use of continuous long- 
range moving capital forecasts; provision for the transition 
of these forecasts each year to the annual budget; codifica¬ 
tion of revenues and cost budgets by revenue centers, cost 
centers and management control centers; and reporting opera¬ 
ting results thereon in the same code. This of course is 
the key to successful management. The airport must be fully 
cost accounted and must pay for or know what the costs are 
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for everything it does whether it is operating on a self— 
supporting or a subsidized, cost—known, basis. 

3 2 Property Control ; 

This is a broad subject covering the acquisition of property 
its inventory and disposal and procedures for revenue collec¬ 
tion and deposit and fund control. 

3.3 Project Coordination, Evaluation, and Control 

This is one of the most important series of functions in 
every airport management. The key is the repetition of the 
economic analysis at each milestone to be certain variations 
from the financial plan are caught while there is still time 
to take corrective action. As I lay out the steps to be taken 
in Project Coordination, Evaluation and Control, I will show 
by an asterisk (*), each time the all important economic 
analysis must be made. The steps are: The forecasts; the 
functional plan; the planning, or stage one cost estimate*; 
coordination with users, leasees, operators, and other inter¬ 
ested governments or agencies; the stage two estimate*; 
project approval; contract plans and specifications; pre¬ 
paration of the contract by the law department; advertising 
for bids; stage three estimate*; award of contracts; supervision 
of construction; (change orders and claims should be sup¬ 
ported by stage three estimates* or by costs added by structural 



integrity considerations supported by stage three estimates 
or actual quotations*); approval of payments to contractors 
or the withholding of payments until work is satisfactorily 
performed; certification of completion or occupancy; and 
finally post—completion analysis of the project immediately 
upon completion and periodically thereafter. The constant 
economic evaluations are required to control the project for 
the maintenance of adequate coverage of the investment and 
includes the necessity to either scale the project down, or 
revise revenue projections upward when coverages appear in 
jeopardy. 

3.4 Safety Services and Requirements : 

Here a uniformed code of airport rules and regulations 
must be developed, circulated, explained and enforced. Security 
forces must be trained in various disciplines and operate with 
all tte elements of the airport organization as well as with 
the tenants of the airport under a well defined, publicized and 
understood emergency plan. The security forces must maintain 
a close liason with the law department of the enterprise to 
cover enforcement measures and must deal with such matters 
as fire prevention, theft prevention, traffic control, sabo¬ 
tage, highjacking prevention and the use and the development 
of appropriate emergency equipment. 
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3.5 Compliance with Federal or International Standards 
This facet of airport operation requires the determination 

as to whether national or international standards will be 
followed in tie operation of the airport and involve 
questions as that of airport certification by the national 
government currently under discussion in the United States. 

3.6 Relations with Users, Suppliers, and Services : 

The airport operator quite obviously must maintain day- 

to-day working relationships with such varigated tenants as 
airlines, the postal administration freight forwarders, 
truckers, customs brokers, customs, immigrations, and health 
authorities, concessionaires, fuel companies, utilities, 
ground transport operators, industrial tenants, aerospace 
industry tenants, agricultural developers interested in using 
the airport land, not to mention passengers and patrons using 
the airport. In these relations with all of the foregoing 
tenants in the airport the needs and opportunities for reve¬ 
nue development from each type airport user must be kept upper¬ 
most in mind. The latter point - revenue development oppor¬ 
tunities from each type airport user gives rise to one of the 

I 

largest sources of misunderstanding that exist today between | 

airports and their users: namely what are the equities of | 

f 

airport charging? The answer lies not with the airport J 

i 

■ . ' 1 
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operating entity but in most cases with the airport owner— 
generally a municipality, county, state, or, outside the United 
States, a nation. 'The decision as to whether an airport shall 
be self-supporting, or subsidized, is one that is usually 
made directly or indirectly by the electorate of the owning 
entity. In the New York area the decision was made by the 
cities of New York and Newark in 1947 that they wanted their 
airports not only to be self-supporting but also to contri¬ 
bute a return on the investments that had been made in the 
airports. They wanted to use their capital for schools, 
hospitals, and other purposes and not for airports. An equally 
valid decision is frequently made by a country where the 
National airport might be regarded as a source of tourism or 
used to attract industry to a developing nation. As such, 
the national government of that country, could be perfectly 
rational in determining that its airport deserves subsidized 

support. 

3.7 Airport Maintenance : 

The first step is to develop a long range periodic 
maintenance plan, from which may be derived annual major 
work programs and routine planned maintenance programs, 
leaving an adequate amount of budgeted time to handle the 
inevitable unscheduled or non-routine maintenance, usually 
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called repairs. Too often the maintenance program of an 
airport degenerates into a galloping rush to keep ahead of the 
last category just mentioned, an unscheduled or non-routine 
maintenance or repairs. It is also a temptation in lean years 
to defer scheduled major work programs or routine planned 
maintenance - a temptation that must be rigorously resisted. 

In passing, let me say that computer techniques are now coming 
into successful use to inventory, schedule, record and re¬ 
port maintenance functions and thereby greatly facilitate 
management budgeting and man-power control. 

3.8 Supervision of Construction : 

This means the completion of the proposed construction 
within the budgeted time and cost. This process requires 
dealing extensively with contractors and suppliers in the 
conduct of the work. Behind the scenes there is a constant 
interchange with planners and designers in handling change 
orders, liason with air traffic control services and air¬ 
port operations to hold to a minimum interference by construc¬ 
tion activities with the operation of the airport, with en¬ 
gineers in matters of quality control and structural integrity, 
with financial interests to be certain that the work is pro¬ 
gressing economically, with legal officers in the handling of 
the inevitable claims during a construction, with purchasing 
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to assure the on-time arrival of equipment and supplies and so 
on. This function is a vital part of the important project 
coordination and control porcess described previously. The 
breakdown just outlined, can only hint at the complexities 
involved yet the failure to properly execute this function 
exerts a tremendous impact on the airport, and more seriously 
on the aviation system viability. 

3.9 Airside Operations 

This is of course quite obvious and refers to tie managing 
of the "airplane part" of the airport. 

3.10 Landside Operations 

This is equally obvious and deals with the managing of 
the "people and land transport" part of an airport, including 
the all-important subject of facilitation. 

Both of the functions just mentioned cover the imple¬ 
mentation of two of the principal roles the airport plays as 

we reviewed earlier. 

3.11 Public Relations 

This varies all the way from the establishment and 
enforcement of the standards of service at the airport to 
the performance of community service including liason with 
such community leaders in such difficult areas as noise control, 
and so forth. It includes promotional activities, the preparation 
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of speeches and publications, and the writing of reports. 

With the rise in environmental concern in recent years the 
public relations function, particularly in community service 
aspects, has assumed enormous proportions. Public relations 
can only function when it is backed up by unquestioned 
product performance. The successful introduction of the 
DC-10 and L-1011 into La Guardia during the last year is a 
case in point. The big problem and task facing public re¬ 
lations - and all of us for that matter - is to prevent 
wrong decisions from being made based on erroneous data 
whipped into a tidal wave of opposition by mostly innocent 
but sometimes erroneously inspired leaders. The rapid rise 
of opposition to a STOL-port in the New Jersey meadows is 
a good example. Another is the threatened political closure 
of a beautiful downtown airport at Rotterdam ideally situated 
and sized not only for V/STOL but also for DC-10 and L-1011 
and Airbus operations. The reason? Present operations by 
BAC-11 ! s and Caravelles are noisy and the officials in Charge 
lack knowledge of what QTOL's and the DC-10 and L-1011 can do 
to alleviate the strong bias in the population against the 
airport. We did furnish the low noise footprint and pol¬ 
lution characteristics of these new aircraft to the leaders 
and may possibly have contributed to an avoidance of this closure. 
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These are some of the problems engendered and the 
processes that must be followed in planning, managing and 
operating airports today. As in Everything else the resulting 
rise in complexity is immense and new solutions and new 
technology are in urgent demand. 
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Airport Economics: 

Management Control Financial Reporting Systems 
Allen Buchbinder 


As rar three major airports and their related fvie.il it lot; tin: /•v.iat. ' o.i 

Department of the Pert Authority war, laced with many i.ud varied problems r.i (It- 

velopJr .3 and maintaining a cor-prehouoive syntem ot reporting financial data h.'wu 


to management. 


Fort Authority ope.ration of the airports cot. ivncc-d in .l;' 7 :? nu! t.urii..,, t e, 
intervening years to 1971, these airports experienced a .10 fold growth in passenger 
traffic to 38,000,000. Plana movements accelerated fro... approximately 1/A nidi .on 
per year to approximately 850,000 per year, and Port. Authority airport investment 
expenditures increased to such an cxtenc that it now exceeds one billion dollars. 

Concurrent with this growth, evolutionary technological changes lord P 1aCv> 
in Electronic Data Processing and in its* application to accounting and financial 


control. 


Years ago, as we nil remember, the hardware consisted of a * e 1 ic.b 1 r. w2 


pencil, long pads of paper, green eye shade, and a manually operated calculator th-’.t 
cranked into operation somewhat like a iiodel T Ford. A raft of work paper was produced 


by hand, typed in the proper format,and subsequently transmitted to management. It 
took a long time before these reports were received and, in many cases, corrective 


action V70UId be too late to be effective. 

In 1956 the Port Authority acquired an IBM 650 machine, and a transformation 

frera a manual to clectronic/mnual preparation took place. Off came the green eye 
shades, and our accountants were able, to provide instructional data to our electronic, 
data specialists v:ho programmed computer equipment t.o procure the came and bcttei 
reports so that timeliness ms improved and the accountants could devote themselves 
to analysis work. The gains were considerable but the reports wore generally in 
summary fashion and did not really lend themselves to relaying detailed net operating 
results. Many calculations still had to he. made due to limitations of the 650 and 
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Llis green eye shades were more oiten oil than no*.. 

In 1961, the 650 was replaced with an IBM #7070 which had greater crpabilitie: 
and net operating results were accomplished with the accountant a furnishing ins true tic*.: 
to the programmers for roost all the essentials of the reporting procedure. 

Keeping pace with the Data Processing technology, conversion to an 1PM #1401 
with tape processing capabilities used in conjunction with the 7070 was accomplished 
in 1963, Utilicing the 7070/1401 "hardware", Aviation Department operating and fi- 
nancial staff introduced a change in both the basic format and content of control 


reports in the attempt to assess operating results more precisely by pinpointing 
responsibility through the derailing of expense incurrence. From an operating stand 
point, the reports served a useful purpose, but it was still felt that improvements 
could be effected and an all-inclusive system of reporting could still be developed. 


The system that wc were directly concerned with had to provide a more 
meaningful report for all levels of Aviation Dep artment management and still be 
separate and distinct from the Authority's general accounting system. The general 
accounting system is uniform for all our facilities: Marine, Avia'.ion,Tunnels and 
Bridges, etc. 

The Management Financial Control System (our name) that we undertook t.o 
establish and perfect was designed to provide the Director of Aviation and his opera- 
ting management with quarterly reports that v;ould enable them to determine those specific 
revenue producing facilities of the airports where net revenue, production was less 
than the minimum standards established by Departmental or Port Authority policy. We 
wanted a system of reports,which when promptly and accurately provided, would supply 
management with a means to pin-point net revenue deficiencies and point the way for 
corrective action. Moreover, it was also planned that future budgets for each facility 
at each airport would be evaluated on the basis of net revenue production. A periodic, ) 
review by management of financial results would identify specific areas of and 
reasons for variance from goal. 


I 


Ihe first step in netting up the tegument Financial Control System 

W as the renumbering of whet w. refer to an the Airport's cost centers into o'codified 
system that would allow for a more uniform and systematic evaluation of an air P ort * 

This had to be accommodated within the parameters of the existing Port Authority accent 
coding system. This system had already been established and wan la use for the i:.cio. 

of construction costs and for the recording of revenue* and expenses by Data Process!, 

Our approach was first to group all homogeneous geographical areas, nervine*, structures, 
facilities, etc. into a 3-digit numbering system identifier, by n "100“ aeries. This 

we referred to as "Management Control Groups." 

Next in the program wo sub-classified the Management Control Croups into 

what we refer to as "Management Centers". This was accomplished by dividing earl, 

"100" Gerles into a series of "1.0". 

Within each sarias of "10" further identification tats enabled by assigning 

single digits to individual "Cost Centers" of Airport. 

Tha broad Management Control Groups ("100" series) were given titles which. 

are self-explanatory; 

100 General Airport Operating Expenses. Systems. Port Authority occupied areas 

200 Public Aircraft Facilities 

300 Passenger Terminal Facilities and Services 

400 Hangar and Cargo Facilities 

500 Other Aviation Facilities 

600 Industrial and Commercial 

700 For accumulation of Special Items of Expense 

800 For expenses recoverable from Tenants and Others 

900 For Accumulation of expenses included in tlajor Uork Progru 1 



Selecting* for example, the Hangar and Cargo Facilities ("400”) Management 
Control Group at JFKIA, wo established Management Centers os follows: 

400 - Exclusive Hangar - U.S. Flag.Carriers 

420 " ” Other 

Skipping to Cargo, the following were assigned: 

460 - Exclusive Cargo & Cargo Service Buildings 
470 - llultl-Occupancy Cargo Buildings 

Within the Exclusive Cargo & Cargo Service Buildings' Management Centers, 
the following Cost Centers would identify the respective structures as follows: 

461 - Cargo Building - BOAC 

2 - " " - PAA 

3 _ " » - Emery Air Freight 

4 _ »• " - Air Express Int'l. 


etc. 


We then felt that the next requirement of the program was to develop a 


method of arriving at what we in the Port Authority refer to as "Revenue Margin," 
a measure of a Management Center's Performance. Stilted in its simplest terms, 
"Revenue Margin" is merely the residual amount after deducting expenses from a 
center's Gross Revenues. However, the determination, if it was to have any merit, 
had to reflect an assessment of both direct expenses and a distribution of indirect 

or general airport expenses wnerever fea'ible. 

The distribution of these indirect or general expenses (normally coded to 
the 100 series of Management Control Groups) was considered to be prime objective 
if the financial results of each Management Center's operation were to be measured 
in a definitive manner. We were also striving to establish specific guide!ires 
aimed at stating revenues and expenses in a simplified and interrelated set of 
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reports organized to correspond with management rcspoasibLli ty. 

General Expenses were categorized into two basic groups: 

1. Costs which could be either directly or indiret tly associated* 
with the Revenue Producing Cost Centers of a m.cnogcineni center. 

2 . Costa which would not Le distributed but used only in tneasui *.ng 
the overall Airport's results. (An example of this type of 
expense would be the Airport Managerial costs)• 

In the Port Authority, specific types of work or activities engaged in 
had already been classified with specific code numbers similar in nature to the 
previously mentioned Center numerical system. 

As an example, the "Activity" number for say Electrical Maintenance is 
35 and if the work was undertaken in a specific cargo building, the Electiician 
would code his time to 462 if it was the Pan American Airlines Cargo Building at 
JKKIA. This is a direct cost. However, the supervisor or Electrical. Foreman who 
operates throughout the Airport checking on the individual crews would normally 
code his time to the General A rea Co st Cent er within the General Airport Operating 
Expenses. The same would hold true for other costs involved in the function for 
Electrical Maintenance that would not previously be specifically identified with a 
particular cost Center. This "Direct Supervision" could involve equipment or 
instructional manual writing, inspections, meter reading, periodic routine servicing 
on a cyclical basis, etc. 

Naturally, over a reporting period these expenses coded to a General Area 
Cost Center add up to substantial sums, especially so when we Lake into account the 
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many similar type Activities that could be Involved with the operation of an Airport, 
Janitorial, Mechanical Maintenance, Structural Maintenance, Paving Maintenance. 

In setting up our control system we proposed that these expenses would be 
distributed on a direct charge basis as incurred by these Activities for all other 
cost centers. 

Another closely related aspect of supervision that also required distribution 
since It too was normally coded to u General Ar~ea Cost Center is "Unit Supervision". 

Since 1 have used Electrical Maintenance as an example, let us continue with it. 

Within the Electrical Maintenance Unit, the Managerial Staff or General Foreman (Unit 
Supervision) would also code their time to the General Aren Cost Center. However, in 
this case the "Activity" number they would use would be 01 to identify Administrative 
and Clerical expenses. Naturally it was felt that "Unit Supervision" had a direct re¬ 
lationship to both "Direct Supervision" and the "Direct Cost" of the Electrician Mainte¬ 
nance Unit. Accordingly, the Unit Supervision costs were to be distributed on the 
basis of all direct and previously distributed expenses. 

Following the general rationale of maximum distribution, some determinations 
had to be made to account for the distribution of other costs coded to the General 
Area Cost Center. Such costs, for example as: 

Policing and Traffic 
Snow and Ice Removal 
Emergency Service, Etc. 



In some cases the coding is done in this meaner due t:o the type of 


expense involved. In others it is due to what we refer to «s an "Ease and 
Economy" treatment. Briefly, this applies to charges which would normally he 
broken down daily in the field but which follow a consistent pattern making it 
possible to get effective distribution to Cost Centers affected. 

As an example, no doubt you have all heard ho;? the N.Y.C. areas can 
be inundated with a blanket of white that can result in a black day for our 
airport operations. Such being the case, an Airport Manager looks out the. window 
and says "issue mittens and shovels to everyone." Snow Removal gets underway. 

All crews know the routine -- Runways, Apron, Roads, etc. Now just picture this: 

A plow operator has removed snow from a runway and is just about to roll on to 
an apron. He stops, pulls out his time card and says "Now I just loft the run¬ 
way, it is 10:31 PM. I started at 8:14 so that's 2 hours and IV minutes on 
Public Aircraft Facilities." Multiply this by the entire snow removal crev’, add 
to it another inch of fallen snow and the result is a financial reporting chaos. 

If, on the other hand, management knows the routine, priority, total cost in¬ 
volved, etc., predetermined distribution ratios can be calculated and applied to 
che total cost incurred in behalf of snow removal. By this procedure and with 
the application of Electronic Data Processing, it is possible to hold field and 
related office clerical work to a minimum. 

In any system such as the MFCS, there are many possible ways of dis¬ 
tributing expenses, and there are differences of opinion as to methods. These dif¬ 
ferences exist within our own staff, among financial people and among airport 
operators. We recognize that there is no only way nor one best way. The methodology 
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ultimately used resulted frem policy decisions. Our Accounting; Department felt, 
for example, that certain general area charges can not readily he associated wiiit 
a specific Management Centex either on a direct o* indirect basis, Included c.vaev 
these charges were for exampi' , Manager's Office Expenses, Aviation Department 
Staff expenses, other Doparti.. at * s St. £f expense, etc. The accountants felt that 
rather than attempt to relate these charges to an individual Management Center they 
should be considered as general costs incurred in operating the airport. Spec¬ 
ifically they wanted these costs classified as "General Airport Operating Expenses" 
and excluded from any determination of the margin for Management Centers. 

Many such points had to be resolved. Some fell within the realm of 
accounting theory, others concerned themselves with technical data processing pro¬ 
blems. Once resolved, the point was reached where all basic planning was finished 
and the Report Format could be developed. The progi-ammers went to work, the 
7070 computer was activated and the statements were forthcoming. The basic pur¬ 
pose of each schedule of the report is as follows: 

The "Summary Financial Statement by Airport" - Schedule A was intended 
primarily for the first level of Management (The Director of Aviation) and for each 
Airport Manager. This statement contains the components that we normally use in 
determining operating results and is presented for each airport plus the total 
Department. It is intended only for Aviation Department internal use and does 
not represent the official Port Authority of New York and New Jersey comprehensive 
system of accounting and reporting. 
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These are the components of Schedule A 

I - i:rn SS I-f venues - A commodity we would lik* to have more of or, r La led 

i 

in technical terms, monies received from the sales oi services, space, 
or utilities, as well as from the. granting of privileges. It excludes 
interest, investment and other financial income and is stated before 
any deductions for expense incurred in providing such services, space, 

materials, privileges, etc. 


' XI- Vac 1 li t. V Direct Kx?en_ses_(se^r^igated_iBto l ) 

1. “Field Units - Di rect" vjhich incorporated all costs 

directly identifiable with a specific Management Center. 

2. "Field Units - Supervision" which includes all facility 

unit costs (exclusive of the Manager's units and staff 

units) charged to the General Area and distributed to Management 

Centers in which direct costs have been incurred. 

3. "Field Units - Ad minist: r at: ion" which includes ail Manager s 

units and staff units considered as the administration cost 
of the entire airport. As I have previously stated, ac¬ 
cording to our accounting practice these costs were to be 

excluded from any determination of a margin for Management 
* 

Centers. Hence, they are not distributed. 

4. "Aviat ion Staff Direct" which includes all staff costs incurred 

specifically for an individual airport. (These costs are generally 
main-office Aviation Department, some of which might be directly 
charged to Management Centers or on the other hand, coded to Cosl 
C enters classified under General Airport Operating Expenses, with 
the ultimate effect of not being distributed. 
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5. ’’Other Staff Direct" which includes of her department charges rlso 
incurred speci fic ally for an individual airport, i.c. Engineering 
Accounting, Real Estate, Law, etc. As with Aviation Staff Direct, 
some costs might be directly charged while others remain as 
General Airport Operating Expense. 

6. "F ixed C harges” - The Port Authority Consolidated Bond Resolution account' •; 

principles provide that operating expenses shall not include any allowance, 
for depreciation; that the monies remaining after payment of each facilit ie 
operating expenses shall he pooled and pledged to pay the debt’ service of 
the outstanding bends. It is impossible to identify the individual bond of 
a particular series that is invested in an airport or other Port Authorit y 
Facility. Hence, actual debt service for a particular facility cannot be 
determined. 

In order to overcome this obstacle we have had the electronic people use 
their machinery to compute, on an equal annual payment basis, an estimated 
allowance for interest and amortization, over an estimated service life 
assigned to various types of property. It must be emphasized that these 
fixed charges are used strictly for management control purposes since the 
estimated service life of a physical asset bears no relationship to the 
amortization period of the bond issue. The life of the bond issue, 
however, will not be longer than the weighted average life of the 
mixture, of properties in which the bond proceeds are invested. 

III. "Total Facility Direct Expense" - An acceptable total of II - if 
they do not exceed 1. 


IV. VFacility Margin" Heine optimistic, vkj refer to the res-dual amount 
(after deducting Facility Direct Expense from Cross Revenues) as 

0 • 

Facility Margin. Pessimists might add "or Deficit". 

V. "Prorat ed Ex penses” provide for costs related to functions which are 
centrally performed by Staff and Other Departments for the benefit oi 
Airports and charged to the Aviation Department. Since the costs incurred 
serve more than a single airport, they are distributed by the Accounting 
Department to the respective airports on a uniform basis of cost deter- 
ruination which I will go into a little more deeply later on. 


VI. " Operating Mar gin” - At this point, we can now determine the net 

return from thejtirport after deducting all directly incurred expenses 
and expenses prorated to it in accordance with the Port Authority's 


Accounting System. 

VII. "Coverage Ratio x Fixed C harges" - Stated in its simplest terms 
this is nothing more than a "How goes it?" benchmark or arithmetic 
tool of measurement, determined by dividing Fixed Charges into 
Operating Margin. In the general accounting field, it might be likened 
to the "Acid Test Ratio", other "turnover" ratios or measurements of 


earnings. 

I think you will agree that the summarizing qualities of this statement 
provide management with a ready relationship of revenues and expenses for assessing 
effectiveness in achieving a planned operating margin and in determining the major 

overall results on a consolidated basis. 

The next statement Schedule B "Revenue Margin by Management Center and 

Facility Margin" was designed primarily for the Facility Manager. This report 
presents sufficient detail for each Management Center so that those not attaining 


anticipated results ate readily apparent. By segregat i»<5 tiio costa - Vlult’. ( 

etc. the reason for deviation can be determined and, if warranted, corrective 

action taken. 

We have also incorporated into thin schedule an adjustment or tvans.o. fton 
one center to another. Assume a Terminal Building consists of 10,000 n-p.nrc teat of 
which 1,000 square feet of itr- rentable area is occupied by Port Authority staff, n 
transfer of 10% of all related costs will credit caste out of the Terminal Bulling end 
charge them to a respective Cost Center assigned to accumulate those costa, 'her, the 
margin results of the Terminal Building are not penalized. (Generally, the reoseig ac,„. 
would be to one within the "100" series or General Airport expense of the Management 

Control- Groups) . 

The schedule titled "Field Unit Expenses by Management Center" -• Schedule 
C, summarizes by Center each field uelt's actual expenditures for both labor, 
materials and services end compares the sum to the budgeted amount. Again, wo felt 
that the date presented in this statement would provide a timely feedback of information 
to the responsible unit head (cs well as other levels of management) for problem 
identification and corrective action. 


Historically, airport managers have believed that financial performance 
should be measured on those expenses for which they could be deemed responsible .or 
over which they exercised eontrel. Unfortunately a line of demarcation is virtually 
impossible to draw. As an example, in every business or organization, auditors 
periodically "make the scene". No one ever asks for them but there they ore together 
with their related expense. Accordingly, for the airport manager’s benefit we designed 
and Included Schedule D - "Staff Unit Direct Expenses by Management Center". This 
single source document enables the Manager to determine the impact of expenses 
charged by Aviation Department Main Office Staff as well as other Department Staff 
units to his Airport. This report provides the manager with a better means o£ 


assessing the benefit derived vs 


. the. cost incurred. 
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As 1 stated in the heninning, our concern had been to des ign and pt'>- ui ‘ 
a more effective report for all levels of AvJaJ^onJ>er;*rtwent management. 

VV. fpel that we have accomplished .thin objective since the repoit:-. 

1. lacilitate better budgeting 

2. Provide effective financial control 

3. Identify to who® inquiries should be channeled 

4. Provide Information on a uniform basis 

5. Aru speedily calculated and produced with the aid of E.D.P. 

Naturally a certain amount of debugging was required once the report:: were 

issued. Most problems were commonplace and easily rectified. However, one jactoL 
presented a problem of continuing concern — The Management Control Reports contained 
no provision for distributing to Revenue Producing Management Centers either 
some of the Ceneral Airport Operating Expenses or Prorated General Expenses weich 
£ are detailed respectively in Schedule A and Schedule B. Tor example, within the 

category of General Airport Operating Expenses are costs coded to such Cost Centers 
as Air Terminal Highways, Utility Systems, as well as other cost3 such as Manager’s 
Office expenses, etc. that we code* to the General Area Cost Center. 

Although I have just touched upon it slightly. Prorated General Expenses 
could best be explained as costs generated by specialized units serving more than a 
single airport. This could encompass Other Staff Departments as well as our own 
main office Aviation Staff. 

The method for distributing these costs to each airport is on the basis of 
the proportion that each airport's payroll costs bear to the total payroll for all 
airports. Payroll is used as the basis for distribution since it is the largest 
single item of operating expenditures and a reasonable indication of the size of the 
airport being administered. Consequently, it is apparent that this type of e.- 1 cn - 
| would also require distribution to Revenue Producing Management Centers if we wv.j c 
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to deterge not results with redouble precision. Itawvcr, due to the comploxUior 
involved, the planning and de-clop,,ant of myriad formulae, their Integration Into the 
Data Processing system and the fact that all this would probably have Increased pre¬ 
paration and computer time with resul.aut report 4.L>., we finally resolved to make 

che final distribution by bend, iiiie is: 

1. Those f ont'.tal Airport Operating Expenses (exclusive oi City Rent., 

Systems and Highways and Facility Occupied Buildings) tore distributed 
on the base of Direct Expenses incurred by each Management Center. Included within 
this type expense would be such items as Manager's Otflce, Aviation and Other De¬ 
partment Staff expenses coded to the respective airport, prorated General Expanses, etc. 

2. An Airport in providing services such as Systems and Highways has to es¬ 
tablish physical Cost Centers which do not. In themselves, produce revenue but serve 
directl y certain Cost Centers involved in revenue production. As an example, an 

Air Terminal Highway System although not revenue producing. Incurs cost in Its own 
behalf and serves Cost Centers such as Vehicular Parting Dots, Terminal Buildings, 
Hangar Complexes, etc. Consequently, it becomes necessary to relate these general 
coats to revenues in order to determine "Margin". And In this case " Margin" Is ap¬ 
plicable to the Revenue Producing Area. Vie toyed with the Idea of distributing these 
costs on complex baoes such as frontage, vehicular pavement and so forth, but for the 
sake of simplicity and uniformity we decided to spread these costs to Revenue Pro¬ 
ducing Groups on the basis of land square foot measurements since we felt that a geo- 

raphical base was a reasonable common denominator and would give us realistic 

% 

results. 

The same v;ould hold true for other Systems such as Electric, ^ s » and 
Water which might possibly be distributed on a consumption basis, but the difficulties 
and costs of implementation and administration looked onerous. So again we settled 
on the land base method of distribution. Remember, the application was to be a manual 


one so not programmed for the computer. 
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At this point, all appropriate distributions can bo. considered tc have 

been made and the net results for each Management Center are now determinable. 

The computer "produced" reports are circulated to various levels of 
• • • • 

management while these "net" remits which distribute the residual general .airpoi t 
expense are prepared in a condensed format and circulated along with explanatory 

text only to top Aviation management. 

As with any system as time goes by minor inadequacies appear but at 
the same time auxiliary uses of the report are also found. Wo gratifyingly enough 
have discovered that the latter far outweighs the former and it would appear that 
in the Aviation Department of the Port Authority of New York and Hew Jersey, the 
Management Financial Control System is here to stay. 

I might add that in 1970 our organization purchased a Model IBM 360/75 
Central Processing Unit resulting in an increased thru put capacity of between 
167. and 197.. 

In anticipation of the wonders of this new hardware, our analysts 
immediately made ready a proposal to our Electronic's Division for inclusion of 
the "Net" reports into the new computer program or ve would request a pre-game 
analysis of next year's football games as compensation for the extra work involved 
in cranking out the "net" reports manually. We met resistance on both scores and 
accordingly, my staff investigated the possibilities of utilizing "time-sharing 
computer services. This has lead to further developments in connection with 
our proposed computerization of the "net" reports. Although some of our endeavors 
are in the embryonic stage we are rapidly progressing - to the extent that the 
distributions that were formerly performed manually are now a routine function on 
a "time-sharing" computer. 

I 
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We feel that a wide range of application;; are uv liable in the lutme 

* 

.since the "Stored" data could probably be extrapolated and utilized In rnny 
variegated ways? e.g., as an aid to rate rc?Hvg: determining cost effectiveness of 
proposed projects on existing or estimated returns, establishing indices and 
developing subsequent trends, etc. It is unfortunate that our procedures, which 
arc £01 the main In the financial field, do not lend themselves to what is com¬ 
monly referred to in data processing and programming as "canned" or routinely 
performed established programs. As a consequence, wo arc doing our own programming 
and experimentations - oft times on a trial and error basis. 

j 

In summation, our computerizations' attempts are starting to be productive. 

The pencil is being replaced by electronic buttons end keys and hopefully, the 
end result will allow our staff to spend more time on analytical work. 
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AIR TRAFFIC FORECASTING 
AT 

THE PORT AUTHORITY OF NEW YORK AND NEW JERSEY 
Johanne.s G. Augustinus 

Market Research Approach . 

The forecasting procedure often referred to as "The Port Authority 
Model" can basically be defined as a "market research" approach. It differs 
from most other air traffic forecasting "models" in that it relates air travel 
growth to detailed socio-economic and demographic characteristics of the 
U.S. population rather than to aggregate economic data such as GNP, personal 

income, industrial production, etc. 

^ series of national household surveys conducted intermittently 
over a period of some 15 years, demonstrates consistently, although not 
surprisingly, that a number of basic socio-economic and demographic character¬ 
istics have a strong bearing on people's air travel behavior. Chart I 
demonstrates clearly that such characteristics as age, occupation, education 
and income are prime determinants of whether a person is a "flier at all Or 
has as yet never travelled by air. Chart II demonstrates that the number of 
air trips taken for personal reasons (vacation, visiting relatives, etc.) 
varies by the same kind of characteristics. Air trips for busiviess reasons, 
on the other hand, are closely associated with a person's occupation, his 
level of responsibility, and the type of industry with which he is 
affiliated (Chart III) # 

It is for this reason, that the Port Authority forecast divides 
the air travel market into a large number of travel "cells", for personal 
travel each defined by a cross classification of age, occupation, education 
and income criteria, for business travel by criteria of industry, occupation 
and income. 







For forecasting purposes, however, not only differences in levels of 
air travel propensity are critical, but also differences in growth rates. 

Chart IV demonstrates that increases in the number of "fliers" in certain 
economic and demographic groups such as professionals, high income and higher 
education groups, over the past 15 years have been much greater than in others, 
such as lower income or education groups, housewives, etc. 

Given the historical air travel survey observations over time for 
various socio-economic groups, the forecaster's problem is to extrapolate 
these data in some kind of a rational way to a future forecast year. 

The initial Port Authority air passenger forecast of 1957 assumed 
that the rate at which people enter the air travel market (become "fliers") 
would more or less follow a declining straight line logarithmic function, 
the so-called "learning curve", i.e. the attrition of the "non-flier" portion 
of the population was assumed to drop at a constant annual rate, at a fast 
rate for some cells, at a slower rate for others, (it was assumed that the 
starting point was 1935). The "flier" portion, being the complement of the 
"non-flier" portion, was thus assumed to increase at a decelerating growth 

rate (Chart V). , 

With respect to the frequency with which air trips for personal 
reasons are taken, the 1957 Port Authority forecast assumed that the travel 
frequency within each "cell" would remain Sore or less constant at the 
level observed in the 1955 survey. This assumption implied that the most 
significant factor in the further growth of personal air travel would be the 
rate of acceptance of air as a mode of travel by former"hon-fliers" rather than 
an increase in the number of trips per 'flier'.’ 






By 1955, business travel had already reached a fairly high degree 
of maturity, and the survey showed that most of the people taking business 
air trips in that year were already ■■experienced" air travelers. The 1957 
forecast simply assumed that the number of business trips per 1,000 people 
employed in each business travel cell would continue to increase with the 
same amount per year as it had done prior to 1955 (it was assumed that the 

number had been zero in 1935). 

Actual experience as demonstrated by subsequent survey findings 
indicates that some of those assumptions were valid, but others required 

modification. 

Chart VI shows that the "learning" curves pretty much have been 
developing along straight line declining logarithmic curves, although at 

a somewhat different slope than initially anticipated. 

The assumption of a stable trip frequency for personal trips appeared 

to be reasonably validated by actual survey results up till the year 1965. 

The more'recent surveys suggest,however, that in certain demographic groups, 

particularly the younger groups, a sizeable increase m trip frequency is 
occurring, possibly as a result of promotional "youth fare" plans (Chart VII). 
The most recent forecast incorporates an adjustment for these changes on the 
assumption that such promotional fares, in one form or another (of equal impact) 
are here to stay and that their long range impact will spread through the 1 

air traveling population. 
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With respect to business travel frequency, every survey since 1955 
has shown that, within each business travel cell as defined by occupation, 
industry and income, there is a strong tendency for the number of air trips 
per 1,000 population to stabilize (Chart VIII). This should not be interpreted 
to mean that business air travel has not grown over the past 15 years. The 


population in the high travel business cells has increased substantially 
(particularly with respect to income), and thus, up till now, business 

( a ) 

travel has managed more or less to hold its own in the air travel market. 

Problems an approach like this has to contend with, are those of 
sample size and sampling variability. The high air travel propensity groups , 
by definition,find only a relatively small representation in a household survey 
drawing a cross section sample of the total U.S.population. Moreover, surveys 
of this nature are costly in any case, and procedures for over sampling tne 
high travel groups usually strain the budget limitations of most forecasters. -^jj 

At least two approaches offer some relief to this problem. One 
is to subject the survey data to a regression analysis of one form or another to 
determine significant relationships between air travel and .economic/demographic 
characteristics on a statistical basis.^ ^ A second one is to consolidate data 
from successive surveys. If it may be assumed that no significant trend 


(a) Part of the leveling off of the trend in business travel frequency should 
undoubtedly be attributed to the short comings of income as art indicator 
over time of people's level of responsibility in a business organization. 

Besides the problems of inflation of dollar incomes, the continued increase 
in the general level of real income per capita over time also tends to bring 
more and more people into higher income groups without a commensurate increase 
in business responsibility, and therefore, business travel propensity. Never¬ 
theless, under the assumption that this trend, implicitly included in the 
survey data in the past, is to continue in the future, the procedure should 
produce an acceptable forecast of future business air travel volumes. 

(b> See e.g.: John B. Lansing and Dwight M. Blood,.A Gross-Section Analysis of 

Non-Business Air Travel, Journal of the American Statistical jgBk 
Association, December, 1958, and; — jyp 

, : --.John B. Lansing and Dwight M. Blood, Mode Choice in Intercity 

A Multivariate Statistical Analysis, Survey Research 
Center Institute for Social Research,University of Michigan, 1964. 
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developed over the period under observation, this may take the form of simple 
averaging. If trends are evident, trend estimates in most cases will represent 
more reliable estimates than those provided by the individual survey observations 

A long range air travel forecast should not only concern itself 
with travel trends within the present demographic and economic groups 
but also should take into account changes in the socio-economic structure of 
the population which are expected to take place in the future, here, the 
Port Authority relies primarily on the many forecasts prepared by experts in 
each field, such as population projections and projections of age distributions 
and education levels by the U.S. Census Bureau, labor force projections by the 
U.S. Bureau of Labor Statistics and economic projections by government bodies 
and private organizations. 

Those familiar with these data sources will recognize that the com¬ 
bination of the various population data into a format which meets the require¬ 
ments of the Port Authority air travel forecast (the ’’cell" format) sometimes 
poses problems and requires some approximations in the details. Nevertheless, 
it is felt that the data are fully adequate to arrive at a projection of the 
future air traveling population, even though various travel cells may continue 
to pose statistical problems. As an example, a table is attached from the 
1957 forecast report which shows the initial breakdown of the personal travel 
market population into 134 cells. 

By applying the data on air travel experience and air travel frequency 
to the projected future population for each travel cell, the future trip 
generation for all cells (essentially sub markets) can be estimated (Chart IX). 
It should be mentioned that to the extent that individuals are moving up the 
socio-economic ladder, which is primarily through age, increasing income and, 
to a lesser extent, continued education, the forecast assumes that they adopt 
the air travel characteristics of the socio-economic cell into which they move. 
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in combination, the total of these cell estimates produces a national air 
travel forecast in terms of the number of trips to be taken in the forecast 


year, 


The most recent Port Authority forecast which was prepared in 
1968 and based on data through 1967, indicates that by 1980 the "U.S. 
non- institutional population of 18 years and over" (the population covered 
by the national travel market surveys) would generate: 


94,000,000 personal domestic air trips 
45,000.000 business d omestic air trip_s 
139,000,000 domestic air trips 


After an adjustment for air travel by population groups not included 
in the surveys, such as children under 18 years of age, servicemen Irving 


on post, etc., this number should represent some 165,000,000 domestic air 

i(a) 


trips by 1980i a) As almost all domestic air trips are round trips, this equates 
to some 330,000,000 domestic passenger enplanements at all continental U.S. 
airports, which represents a more than doubling of the 150,000,000 U.S. 
enplanements reported during the last couple of years (Chart X). 

The principal merits of the market research approach outlined are 

two-fold: 

First, it enables the forecaster to identify in considerable detail 
which market segments have generated most of the air traffic growth in the ^ 

past. By inflating the survey data to reflect the total U.S. population in 
actual numbers in the survey year, it is possible to find the approximate 
representation of each population component in the air travel market m any 
given survey year and, from the changes over time, to determine which segments 
have contributed most of the traffic growth. 


(a) The 1968 forecast was reviewed in 1970 when new survey data for the year 
1969 became available. The new data appeared not to warrant changes n 
the 1968 projections. A new travel market survey is planned tor the second 

half of 1972, 
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Secondly, the approach enables the forecaster to identify which 
market segments offer the best prospects for further traffic growth and 
which markets don't. The growth markets of the past do not necessarily con¬ 
stitute the growth markets of the future. The very fact of their rapid 
growth may indicate an approaching level of saturation, limiting the potential 
for future growth. Other markets will have a limited growth potential by the 
very nature of their composition such as low income, low education levels, 
less mobile occupations etc. 

The forecaster's objective should be to identify those markets 
which, because of their demographic and economic composition and their stage 
of development, offer the best opportunities to produce the traffic growth 
of the future, and to measure the most likely magnitude of that growth. 

A weak point of the "model" is that it does not include any explicit 
expression of past or expected changes in air fares or some other measure of 
the cost of air travel. This does not mean that it does not recognize the 
effect of such changes or assumes no changes in the future. As all observations 
on the growth of air travel in the various market segments (cells) were taken 
under varying levels of air fares and other cost elements, an extrapolation of 
the trend in the observed data does mean that the forecast implicitly assumes 
some kind of a continuation of the past trend in the cost of air travel 

(depending on the "shape" of the extrapolation). ^ ^ ^ . 

A similar comment could be made with respect to the trend in improvements 

in service such as reduced travel times, greater dependability, improved comfort 
etc. Also here, the implicit assumption is that such improvements will continue 
to occur! more or less at the same rate as they occurred in the past (again, 
depending on the shape of the extrapolation). If anything, one may be tempted 
to characterize this at the present stage as an optimistic assumption. 





Some Econometric Approaches 
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It is especially the lacking of an explicit price factor in the 
market research method, as it now stands, that has led the Port Authority 
to explore some avenues of the more conventional econometric techniques as 


supplementary forecasting tools. 

Chart XI shows the results of a (percentage) first difference 
regression analysis ("delta-log-model") to deseasonalized quarterly U.S. 
domestic passenger miles data over the period 1949-1969. As variables, this 
particular model includes (deflated) national income, (deflated) average yield 
per passenger mile and a (logistic) trend. The analysis also provides for 
distributed lags of the "Almon" type for the income and price variables. 

Even if a "first difference" formulation is in the first place a 
short term forecasting tool, it is helpful in evaluating ovservations 
in any individual year in their relationship to the long range trend as it 


attempts to determine which part of the fluctuations in the growtn rates 
is caused by short term fluctuations in the economy and changes in air 
fares (it is recognized that first difference models may have "bias" problems). 
This is particularly helpful in evaluating more precisely specific observations 


in each of the successive market surveys as to their meaning in relation to 


the long range trend. 


Chart XII shows the results of a logarithmic "level" (rather than 
first difference) equation, including the logs of (deflated) GNP per capita 
and average yield per passenger mile,a trend and three quarterly dummy variables 
It also provides for distributed lags of the"Almon"type for GNP and air fares. 
Whereas a"first difference"model may have bias problems in the estimation of 
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of the coefficients, a "level" model in a case like this has to contend with 

the familiar problems of inter correlation between variables. The values 

of the coefficients and standard errors appear, however, acceptable and the 

2 

overall "goodness of fit" is extremely good (R = .99). 

An equation like this is in the first place, again, most helpful m 
evaluating short term observations in their relationship to- the long range 
trend, where one probably could live with some multicollinearity problems. 

One is, of course, easily tempted to make a long term projection on 
the basis of an equation of this kind. Although multicollinearity problems 
should be recognized and the risk they involve for long term projections, it 
is encouraging to find that under two alternate assumptions with respect to 
GUT growth (high: 5 per cent annually, low: 4 per cent) and with respect to 
the future level of air fares (optimistic: 3 per cent reduction annually in 
constant dollars; pessimistic: constant level in constant'dollars throughout 
the forecast period), the 1980 forecast levelranges between 459 and 284 million 
passengers (Chart XIII)^ Although the wide margin between the two estimates 
is concerning, it is at least reassuring that the high and the low estimates 
bracket the results of the market research approach. It appears that by now 
the data base for both methods is sufficiently broad that they produce results 
in the same general area. 

Basically, the present status can be summarized as follows: 

The market research approach deals explicitly with considerable detail 

(a) This assumes an increase in average length of passenger trip of 12 per 
, cent over the period 1970-1980. : ; 
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in socio-economic and demographic trends but lacks explicit expressions for 
short term fluctuations in the economy and for the cost of air travel. _ 

The most commonly used aggregate econometric approaches, on the 
other hand, deal explicitly with aggregate economic indicators and with the 
level of air fares, but lack the significant socio-economic and demographic 
detail which in long term projections may be of overriding importance. 

Obviously, a promising avenue for further development work in the 
area of forecasting techniques would appear to be to search for some merger 
of methods which employ aggregate economic data and data on the cost of air 
travel as well as socio-economic and demographic data as developed by travel 
surveys. 

One such approach which the Port Authority is currently pursuing is 
to analyze historical trends on principal New York routes (city pairs) using J- 

both regional economic data and demographic and socio-economic data on air 
travelers on such routes as collected in the Port Authority in flight surveys. 

This work has, however, not progressed far enough that results can be reported 

at this time. • 


The Port Authority of New York and New Jersey 
Aviation Economics Division 


July, 1972 
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Wilson D. Rogers, Jr. 

By way of an outline, I would like to mention the administrative 
framework of the Civil Aeronautics Board, the type of cases that fall within 
the purview of the Board's jurisdiction, and then discuss in some detail a few 

specific cases in terms of a civic party's participation. 

The Board itself is composed of five members who are appointed 
by the President and confirmed by the Senate. No more than three can be from 
any one political party and they are appointed for six-year staggered terms. 

The six-year terms are not really as firm as they sometimes appear. When I 
first became involved in the Civil Aeronautics Board work back in late 1967, 

John Crooker was Chairman of the Board. Under some political pressure, how¬ 
ever, he resigned shortly after President Nixon came into office. 

The Board itself is composed of five major bureaus: the Bureau of 

t * 

Accounts and Statistics; the Bureau of Economics; the Bureau of International 
Affairs, which is intimately connected with bilateral treaties; the Bureau of 
Enforcement; $md the Bureau of Operating Rights. The Bureau of Operating 
Rights, in proceedings before the Board, represents the public interest. The 
private, pr'ofit-motivated sector of the economy is represented in effect by the 
airlines. The geographic areas are represented by civic parties such as the 
Massachusetts Port Authority and the Bureau of Operating Rights participates 
in all of these cases representing the public interest. They are an active party 
just the same as any airline or just the same as any civic group. 

in terms of the types of cases that the Board hears, there are 






essentially three types: (1.) merger or acquisition cases, which are according 
to priority in the terms of the Federal Aviation Act of 1958; (2.) route proceed¬ 
ings; and (3.) rate proceedings. The overwhelming majority of cases which 
civic parties have been involved in are route proceedings. Over the last four 
years that I've been involved in cases before the Board, we have been involved 
in all three types of cases and to that extent I would like to direct just a few 
brief remarks to rate proceedings and to merger cases and then get into route 
proceedings. 

In terms of rate proceedings, generally speaking, civic parties 
do not become involved with rate proceedings before the Board. This is left to 
the airlines, the Bureau of Economics, and the Bureau of Operating Rights. 

The Massachusetts Port Authority and several other civic parties have, how¬ 
ever, participated in recent rate proceedings. This participation was essentially 
one of.low profile, wherein we urged the Board to approve rates which would 
assure a sufficient rate of return to airlines so that the industry would remain 
viable and thereby be able to provide the type of service that is needed in the 

i 

various markets. Beyond that general participation, the only other case that 
I can think of of recent vintage that we were involved in was the North Atlantic 
Air Cargo Rate Investigation, which is still pending before the Board. This 
case involves the question of Transatlantic Cargo rates. The Massachusetts 
Port Authority has actively participated in this case, urging that rates be based 
upon mileage rather than a common rating type approach because Boston ijb-"- 









closer in terms of mileage to most of the European points than other East 
Coast Gateways. 

We at the Massachusetts Port Authority have been actively in¬ 
volved in several merger proceedings over the last several years and I do 
think it would be appropriate to comment briefly on these. Specifically, the 
five merger cases that we've been involved in are the Northeast-Northwest 
merger case, the Northeast-Delta merger case, the American-Western mer¬ 
ger case, the Allegheny-Mohawk merger case, and the National-Northwest 
merger case. I think that for purposes of our discussion we can group these 
into two areas. On the one hand there is Northeast-Northwest and Northeast- 
Delta, and on the other hand Allegheny-Mohawk, American-Western, and 
National-Northwest. . In the latter group, we became involved and participated 
in all three of these cases on a somewhat lower profile than we became involved 
;n Northeast-Delta and Northeast-Northwest. Allegheny, Mohawk, National, 
Northwest, and American all serve Boston. We became involved in this later 
group of cases because if these mergers became effective, there would be sub¬ 
stantial service benefits accruing to Boston. This would result because of the 
combination or tacking of the route systems such that Boston would get new or 
additional one-stop service or first or additional single carrier authority. We 
became involved and we participated by way of statements of position to the 
Board. Now the Northeast-Northwest and Northeast-Delta cases were quite 
a bid different. Northeast is the only trunkline carrier with Boston as its home 











base. It leases a substantial amount of space at Logan International Airport 
and has a large labor pool in the Greater Boston area. Northeast has for 
years been in serious financial condition. While there are a lot of arguments 
as to what precipitated this, I think a great deal of it can be traced to its route 
structure, which is essentially a seasonal type of route. It has New England- 
Bahamas, New England-Florida, and more recently. New England-Bermuda 
authority. When the Northeast-Northwest merger case came before the Board, 
the Massachusetts Port Authority actively participated and, I think, aggressive¬ 
ly participated and filed extensive exhibits and spent a great deal of time and 
money in its participation, urging approval of this merger for essentially two 
reasons: (1.) because Northeast would be saved financially by the merger, with 
its route structure preserved and its labor pool preserved to some extent; and 
(2. ) because Northwest would be certificated to serve Boston. Over the last 
few years. Northeast had cut back employees, service, and even stopped serv¬ 
ing a lot of smaller New England communities. It was obvious that it was going 
right downhill and that it was in need of some type of help. For this reason we 

i . 

urged the approval of the merger. In addition. Northwest is a strong, finan¬ 
cially sound carrier and it would provide substantial service benefits to Boston. 
It wasn't long after the Northeast-Northwest merger case was filed before the 
Board, however, that the Miami/Los Angeles route of Northeast was brought 
into sharp focus. The Miami/Los Angeles route was awarded to Northeast Air¬ 
lines in the Southern Tier Route Investigation, which was a route proceeding 







before the Board. One of the issues in the Southern Tier Investigation was 
which carrier would be authorized to provide non-stop Miami/Los Angeles 
service. There were several applicants, including Northeast, Delta, and Con¬ 
tinental. At the hearing before the Board, the Hearing Examiner recommended 
awarding this route to Continental Airlines. At the Board level, however, the 
Board reversed the Hearing Examiner and awarded the route to Northeast 
Airlines on the basis of a route strengthening argument. This idea of a sea¬ 
sonal nature of Northeast routes is one that was pretty well accepted and it was 
argued on behalf of Northeast that if they could get this major East/West route, 
they would be able to make it on their own two feet. During oral argument be¬ 
fore the Board, Counsel for Northeast Airlines was asked by one of the members 
whether or not they had any intention to merge and the Counsel replied that they 
had merger intentions and they felt that if they could get this route they would 
be on .their way to financial security. The Board bought the argument and four 
days after the'Miami/Los Angeles route certificate became final, the Northeast- 
Northwest merger case was announced. The Airlines opposing the Northeast- 

. j i 

Northwest merger jumped right into the picture arguing that the integrity of the 
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Board's process required the Board to withhold the transfer of the Miami/ 
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Los Angeles route to Northwest. At the pre-hearing conference stage it became 

obvious that one of the issues was going to be the question of whether they were 
going to transfer the Miami/Los Angeles route to Northwest. Northwest, through 
out the course of the case continued to emphasize the fact that the Miami/ 
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Los Angeles route was an integral part of what they bargained and negotiated 
with Northeast for and without this route they were not interested in the mer¬ 
ger. In the Authority's participation, we tailored our presentation to urge the 
transfer of this route to Northwest for reason that we were taking Northwest 
representation at face value and that without the transfer of this route there 
would be no merger. Throughout the entire case. Delta was standing in the 
wings -maintaining that they were the most appropriate merger partner for 
Northeast and that they were ready, willing, and able to merge with Northeast. 

It came down to the wire and the Board approved the merger, but withheld 
transfer of the Miami/Los Angeles route. Northwest held true to its word 
and walked away from the merger, so it fell through. Then along came Delta 
and a merger was negotiated and has been approved by the Board and the Pres¬ 
ident. We also participated in that case extensively. 

Q. Who got the line ? 

A. The route has not been transferred. It has been withheld, but when 

Delta and Northeast negotiated their merger, it was specifically provided that 
they would accept the merger without the Miami/Los Angeles route. 

Q, Who's flying that route? 

A, I don't believe anyone is right now. That route has been withheld 

and there is going to be a further proceeding before the Board to determine 
which carrier is going to be certificated in this market. - Throughout the case. 
Delta pushed for the route and argued that they should get it even on an interim 
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basis, pending subsequent hearings before the Board. But, the merger has 

been approved and Delta is going through with it. 

In terms of Boston, I think we benefited greatly because we not 

only got Northwest by way of another case, but we also got Delta and Delta and 
Northwest are probably two of the strongest financially sound airlines going, 
plus they serve major areas of the country, wherein Boston previously had 
serious service deficiencies. Delta is in Boston by way of this case and North¬ 
west is into Boston by way of the Twin Cities-Milwaukee Long Haul Investiga¬ 


tion. 


This case brings up another matter that I just want to briefly 
touch on because it has to do with an exception to participation by civic parties 
in cases before the Board. Generally speaking, civic parties are in route proceed¬ 
ings before the Board, argue only the need for new and/or additional service. 

The Board is not interested in having a civic party come in and push a particu¬ 
lar carrier. That is left up to the airlines. The Twin Cities-Milwaukee Long 
Haul Investigation was an exception as far as Boston was concerned. At issue 
in this case, among other things, was the question as to whether or not the 
Board was going to authorize non-stop service between Boston-Milwaukee and 
between Boston-Twin Cities. The Authority's participation in this case, which 
was once again quite extensive.- urged two things: (1.) that there should be such 
non-stop service in these markets; and (2.) that Northwest Airlines, as the 
carrier in this market, thereby deviating from the Board's philosophy that 
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all be traced to the 


civic parties stay out of the area of carrier selection, can 
famous or infamous Trans-Pacific Route Investigation. Back in 1961, the first 
Trans-Pacific route case took place. At that time, a hearing was held and sub¬ 
stantial findings were made by the Hearing Examiner. Boston was, in effect, 
awarded its first direct access to Japan and the Orient. In any route awards 
that involve service to foreign points, the President must approve the award 
and the President, in this first Trans-Pacific route case, disapproved with 
minor exceptions, the entire international phase decision in that case for foreign 
policy reasons. Then, along in the late 1960's comes the second Trans-Pacific 
Route Investigation. It was probably the largest route proceeding in terms of 
numbers of parties, hearings, poundage of exhibits filed with the Board, and 
Whatever other standard you wish to use. After the hearing, Boston was recom¬ 
mended for its first direct service to points in the Pacific on Northwest's Sys¬ 
tem, including Japan, Korea, Okinawa, Taiwan, Hong Kong, and the Philippines 
Boston was reiommcnded for its first direct service to the South Pacific, 
American Samoa, Australia, the Fiji islands, etc. on Eastern Airlines. This 
was the high point as far as Boston was concerned in this case. The Board de¬ 
leted Northwest at Boston on the theory that Northwest did not currently serve 
Boston and it would be a financial burden to establish a station there. 
q how can the Board make such a decision when truly Northwest has 

such reasonable management and ought to know what it's'doing? The Board 
seems to be acting as a kind of parent. ^ 
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A. Well,' the Board has the statutory authority to determine such 

issues. Their statutory mandates are to promote, develop, encourage Civil 
Aeronautics and they have control over the rates and over the routes. The 
parties come before them in an adversary process to try to put forth their posi¬ 
tions and, of course, there is the necessary self-interest contained m all of 
these positions. The balanced system envisioned by the Federal Aviation Act 
is theoretically based upon the Board's independent decisions in such instances. 

Are they in fact saying that the Northwest management is incom¬ 
petent? 

A. No, I don't think they were saying that. I just think that they con¬ 

sider that Northwest, like all other carriers, are anxious and aggressive in 
seeking to get new rout-; s and that there are considerations that transcend the 

basic route strengthening desires of the airlines. 

The Board also changed the award to Eastern and gave it to Con¬ 
tinental and Boston once again lost out because Continental doesn't serve Boston. 
So, for reasons completely unrelated to what we felt was an assessment of the 
service needs of the Boston area, Boston had lost these two route awards. 

W|hen the award was made to Continental and was approved by President 
Jbhnson, it was just before the end of President Johnson's term in office. 

There is a 21 day period to file petitions for reconsideration with the Board and 
of course these 21 days overlapped the change of administration. President 
Nixon reopened the entire South Pacific and Central Pacific phases of the case. 









so it started all over again with briefs and arguments before the Board. 

Boston did not make out any better during these subsequent phases, how¬ 
ever. This gives you the background reason that Boston supported a par¬ 
ticular carrier (Northwest) in the Twin Cities-Milwaukee Long Haul Inves¬ 
tigation. What Boston lost in the Trans Pacific case would be regained in large 
measure if Northwest came into Boston on the Twin Cities case, because it 
would open up to Boston the entire Pacific system of Northwest. 

Another area that civic parties can gei involved in is bilateral treaties. Be¬ 
fore a carrier can serve a foreign point it must have authorization by way of 
a bilateral treaty with a foreign nation. Once such a treaty is approved, there 
is a proceeding before the Board to determine what specific carrier flies that 
route. The Authority has become involved in this in a couple of instances and 
the one that seems to come most significantly to mind is the Boston-Toronto 
market. This is a major market in terms of Boston O & D passengers and 
yet there is no non-stop service in this market. We took the initiative back 
in 1969 when there were scheduled XJ. S. -Canadian Bilateral Treaty Negotiations 
coming up.' The two arms of the government which are involved in this are the 
Bureau of International Affairs of the Board, which is one of the five bureaus 
that I mentioned before, and the Department of State, the Division of Aviation. 
What the Authority did as a civic party was to file an application with the De- 
partment of State and the Civil Aeronautics Board documenting the need for ser 
vice on a non-stop basis in the Boston-Toronto market. We submitted direct 





exhibits similar to what we were doing in regular route proceedings before 
the Board. After the Bureau of International Affairs and the Department of 
State receive all this data and their own input from their own staffs, they re¬ 
view these and make their own analysis and draw up a list of markets which 
they seek authorization for when the treaty is negotiated. The Authority filed 
its application in March or April of 1969. Treaty negotiations have been one 
of these on again-off again type of things. They convene and then recess and 
reconvene and I think they are scheduled to reconvene once again in August. 

We don't care if the carrier authorized is a U. S. or Canadian carrier. We 
are only looking for the service and if Boston-Toronto is included in this 
treaty for non-stop service, then there will be a proceeding before the Board 
solely to determine what carrier should fly this route. We would, by way of 
token representative, participate in that because of our participation at this 
level and once again we would not care which carrier flies the route. Route 
proceedings afe the next area I would like to discuss. Any carrier wishing 
to fly interstate scheduled air service, unless it’s an air taxi, needs a certifi¬ 
cate of public convenience and necessity from the Civil Aeronautics Board, in 
accordance with the Federal Aviation Act of 1958, as amended. There are 
guidelines which have been put forth by the Board and which are used by civic 
parties, as well as airlines, in terms of deciding when and how to argue the 
need or lack of need for non-stop or any other type of service in a particular 
market. The guidelines essentially are 50 O & D passengers per day in any 
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market and the Board will consider the need for non-stop service. With 100 
O & D passengers per day in any market the Board will consider the need for 
competitive non-stop service in the market. Both of these standards arose by 
way of Board decisions and while the Board says these really aren't standards 
but only general guidelines, they are nevertheless what is used by parties be¬ 
fore the Board in urging various types of service. O & D passengers, a sta¬ 
tistic I 've mentioned several times, are origin and destination passengers. 

In it's simplest terms, if I were to fly from Boston to Washington and back 
again in one day, then I would appear as two Boston-Washington O & D passen¬ 
gers. Boston is in somewhat of an anomalous position in terms of origin/des¬ 
tination passengers because of the proximity of New York and the air shuttle 
service. We continually argue to the Board why Boston's O & D traffic in any 
particular market is substantially understated to the extent that many Boston 
passengers will utilize the shuttle service to New York and then take the ser¬ 
vice out of New York. For example, if I'm going to Chicago and I go to New 

4 

York on the shuttle and then catch a New York-Chic ago flight, I appear in terms 
of O & D traffic only as a Boston-New York passenger, and I appear in terms of 
the Chicago market as a New York-Chicago passenger, so Boston, in a sense, 
does not get credit for that Boston-Chicago passenger in the O & D traffic 
surveys. I'm not sure whether this is an advantage or disadvantage because 
we take a position in case after case that Boston's O & D traffic is understated 
because of the number of people using the shuttle service. In terms of deciding 
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when to participate in any particular case, and the type of service that we're 
seeking, Boston, as do most major civic parties employs economic or airport 
consultants. Boston has for some time utilized the firm of Landrum & Brown 
of Cincinnati, Ohio. They have prepared for Boston, back in 1965, a Boston 
Master Air Service Plan, which is an analysis of most of the domestic market 
in the United States in terms of the levels of service in 1965, the projected 
levels of service in subsequent years down the line, what is anticipated, what 
we should have, what we want to have, and so forth. This Plan has been up¬ 
dated on at least one occasion. This Master Air Service Plan is not always the 
determining factor as to whether or not we jump into a particular case, but it 
is a guideline. However, in many cases, especially the more important ones 
and more significant ones, we have utilized Landrum & Brown to prepare our 

direct exhibits. 

Sometimes the mere inception of a case is sufficient to get the de¬ 
sired service results from a particular carrier. An example is the Boston- 
Bermuda Service Investigation, which was going on back in 1968. In this case 
at issue was whether or not a second carrier should be certified to provide 
non-stop service in the Boston-Bermuda market. At the time, only Pan American 
provided service in this market. The overwhelming number of Boston passen¬ 
gers in this market were either honeymooners or vacationers going to Bermuda. 

In terms of flights. Pan American had one a day, which left at something like 
4:15 in the afternoon. This was inconvenient because passengers going down 
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there would waste a day. They would, arrive down in Bermuda at 6:30 p. m. 
or so and by the time they got to the hotel or wherever they were going, it 
would be too late to really do much of anything. Pan American wasn't overly 
interested in these considerations, for the simple reason that they were the 
only carrier in the market and they felt that if you wanted to go to Bermuda, 
you were going to take they’re 4:15 p.m. flight. All of a sudden, once the 
case started, and with no major announcement. Pan American started flying 
two flights a day, adding an early morning flight. Their somewhat belated 
efforts didn’t pay off, however. A second carrier was certified to provide 

non-stop service in the market. 

Route proceedings frequently start with an application to the 

Board by a carrier for additional service rights or for the removal or restric¬ 
tion on one of their routes so as to provide new and/or improved service m 
a particular market or markets. This route application can sit with the Board 
for what seems like years. Whatever criticism is leveled at the Civil Aeronau¬ 
tics Board, and there is some from time to time, I can assure you that it is 
entirely unfounded to the extent that it says that the Board acts irrationally or 
without sufficient time to consider the issues. Often, an application of this 
type is accompanied by a Motion for Expedited Consideration. This is acted 
upon by the Board with somewhat more dispatch and oftentimes civic parties 
will jump into the case by way of an Answer to Motion for Expedited Consider¬ 
ation. The case that comes to mind, as far as Boston goes, was an application 
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filed by Pan American about a year and a half ago, to remove certain restric¬ 
tions from their Latin American route certificate which would provide improved 
service in certain Latin American markets for Boston area passengers. Pan 
American accompanied the application with a Motion for Expedited Considera¬ 
tion. There is a provision that any interested party can answer such a Motion 
in seven days. The Authority filed an Answer supporting the Motion on the basis 
that there would be improved service if this relief were granted. The Board 
granted the Motion for Expedited Consideration, but in so doing they reduced 
certain points or eliminated certain points from being at issue in the proceed¬ 
ings and in effect, eliminated from the entire proceeding the service benefits 
as far as Boston goes. The Authority's participation in the case concluded 

therefore. ....... 

Once the Board sets down a case in terms of the civic parties 
situation, there are three possible sets of circumstances: (1.) The civic party 
is specifically* made a party at this stage. There is nothing further to do at 
that point until the pre-hearing conference; (2.) Boston, for example, would 
be mentioned as one of the city pairs at issue in terms of new authority, but 
the Massachusetts Port Authority is not made a party to the proceedings. We 
have to file a petition for leave to intervene, which is in effect a request that 
the Board permit the Authority to become a party in the case; and (3.) The 
route proceedings set down for investigation do not name your city as the city 
pair point, but it is pretty close and it is arguable that relief could be granted 
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in that type of investigation. The civic party will then file a petition for 
leave to intervene and a motion to expand or modify the issues to bring that 
particular city into issue in the proceedings. The next step in the process is the 
pre-hearing conference. To my knowledge the Civil Aeronautics Board was 
the first administrative agency to make use of this proceeding and I know that 
there is a similar procedure now in the Federal Courts for a pre-trial confer¬ 
ence. This is a very useful vehicle. In essence it's an informal hearing, so 
to speak, before the hearing examiner. The hearing examiner sits as judge, 
so to speak, in these cases. When the case is set down for investigation, 
is assigned to one of the hearing examiners and he stays with it for the entire 
case. Prior to the pre-hearing conference, the Bureau of Operating Rights 
sends out to all the parties a document which lists what the Bureau feels are 
the issues. They also list what they feel are appropriate information requests. 
These are requests for information from the various parties, be they airline 


applicants or civic parties. Any party has a right to comment on this sub¬ 
mittal by the Bureau or submit their own suggested issues or their own re- 

/ 

commended procedural dates or their own requests for evident*. When the 
parties sit down before the hearing examiner at the pre-hearj^g conference in 
Washington, the hearing examiner usually uses the submipl of the Bureau of 
Operating Rights as a guideline , goes through it, the p/rties argue about it, 
and the Examiner decides what the issues are goinj^o be. The issues really 
establish the outside guideline of the case. If you seek introduced in evi- 
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dence is not relevant.to the issues in the case, it will be excluded. If you 

it 

'if 

want to put forth so/ae position, therefore, you have got to make sure that 
it is covered by the issues in the case. It is my impression that a great 
number of civic parties do not make sufficient use of the pre-hearing confer¬ 
ence. For example, there are oftentimes boiler plate requests for evidence 
for specific areas, which in many cases don't apply to the larger cities. 

They want to know the capacity of the airports, etc. Oftentimes civil parties 
waste money, time, and effort in furnishing information that no one really 

needs. 


Following the pre-hearing conference is the report of the pre 
hearing conference. This is the decision by the hearing examiner with regard 
to the issues, the requests for evidence, and the procedural dates. 

Next comes the exchange of information responses. Once again 
these are requests that parties are required to comply with supplying infor¬ 
mation. It is k very useful vehicle for civic parties. If you are interested in 
getting some data from an airline, specific or otherwise, you seek the hearing 
examiner to include this in the pre-hearing conference report and if he does, 
then the airline has to provide you with the data. Often this is very helpful m 


terms of putting together your presentation. 

After the exchange of information responses comes the dates of 


direct exhibits. This is really the crux of the case as far as civic parties are 
concerned. Whatever argument you want to make in terms of service needs 
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has to be based upon the evidence submitted at the hearing. If you want to 
argue the need for service in a particular market, you’ve got to make sure 
that you get into your direct exhibits sufficient data to back up the needs of 
this service. 

Following the exchange of direct exhibits comes a date for re¬ 
buttal exhibits-. This is an opportunity to rebut by direct exhibits so to speak, 
any particular exhibit or exhibits of parties. This exhibit must specifically 
rebut another party's exhibit and you have to specifically mention what exhi¬ 
bit you are rebutting. 

Next comes the hearing, which differs in some respects from a 

trial in that there is no direct testimony. What you do is you bring to the 

hearing the individual or individuals who prepared your direct exhibits. He 

gets on the witness stand and testifies as to who he is and what his background 

is and that he prepared these direct exhibits either directly or that they were 

prepared under his supervision and that they are true and correct to the best 
% 

of his belief. Then the witness is made available for cross examination. 
Essentially, the hearing is comprised of cross examination of witnesses with 
regard to their direct Exhibits. There is a provision in the rules of practice 
before the Board for accepting into evidence a party's direct exhibits without 
the need of a sponsoring witness, but to do this, you must file an affidavit at 
the time of the exchange of direct exhibits, setting forth the fact that the direct 
exhibits were prepared under the witnesses' direction and are true and correct 
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to the best of his belief. Also, a formal request that the direct exhibits be 
accepted into evidence without the witness being at the hearing must be made. 
This, of course, serves several uses or functions. On a pragmatic basis, it 
saves you the expense of bringing the witness to Washington. In a theoretical 
sense, it saves you potential embarrassment in having any weaknesses in your 
direct exhibits pointed out. If any party objects to such a procedure, all they 
have to do is file a notice and you have to bring the witness to the hearing. 
Following the hearing, the hearing examiner sets a date for briefs. This is 
where you make your substantive argument. This is where you argue the need 
for service based upon your direct exhibits and other evidence in the record. 
After the briefs are submitted, the hearing examiner comes down with a re¬ 
commended decision or an initial, decision and then the parties have a period 
of time in which to file exceptions or objections to this decision. Following 
the exceptions, the parties file briefs to the Board and then oral argument is 
scheduled before the Board. Following this oral argument, the Board makes its 

decision. 

, I have just three or four more brief points before I close and I 
will be available for any questions. One of them is that there is a provision 
in the rules of practice before the Board, for what is known as Rule 14 Partici¬ 
pation. Any party can participate under Rule 14 by merely showing up at the 
hearing and presenting a statement of position. That is the extent of your par¬ 
ticipation, however. You have no right to participate in the hearing, to file a 
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brief to the examiner, no right to participate in oral argument. Many civic 
parties do use procedure just because they employ Washington counsel and 
find that it is too expensive to participate all the way down the line and they 
just want to get into the record, so to speak, with their statement of position. 

There is also a show cause order which is a relatively new pro 
cedure before the Board which permits an airline to file an application for a 
show cause order, whereby the Board would send out an order directed to any 
interested parties requesting that they show cause why a route restriction should 
not be lifted. An example of this is Allegheny Airlines following the consumma¬ 
tion of their merger with Mohawk, has filed an application with the Board for 
a show cause order, seeking to consolidate thirty-three individual segments 
on their Route 97 into one combined segment. The effect of this as far as 
Boston is concerned is that it would provide new non-stop service between 
Boston-Louisville, Boston-Toledo, and substantial new one-stop service. This 
filing by Allegheny was accompanied by a motion for expedited consideration. 

We are filing tomorrow an answer in support of both the motion for expedited 
consideration and the issuance of the show cause order. This is a useful pro¬ 
cedure and can sometimes be accomplished so that relief can be granted without 

the need for a,hearing; provided no one strenuously objects.. 

The last point 1 want to touch upon before closing is what can you 
do in terms of service improvement for a civic party. I think, first and most 
obvious is to go to the airline certificated to provide the service you’re interested 
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You might want more service in the Boston-Dallas market. You find that 
one carrier is authorized to provide this service and you go to that carrier and 
try to convince it to provide the necessary service. This is not frequently 
very successful. Larger communities have somewhat of a better chance be¬ 
cause they have a little bit more bargaining strength with the carriers who want 
new space, more space, new terminals, etc. The other two alternatives are 
for a city to file a petition for the Board to establish a route investigation for 
that particular geographic area. The only one I know of is Albuquerque, they 
filed an application which became the Service to Albuquerque case. Beyond this 
the only thing a city can do is to urge an airline, if the airline is not authorized, 
to provide service in a particular market, to file an application. One point in 
this regard is that civic parties have to be very careful in their participation 
in route proceedings. They cannot jump on any particular airlines band wagon. 
Any time there is a route proceeding pending, the airlines come knocking at 
your door and they have in their little briefcases, your petition for leave to 
intervene, your information responses, your direct exhibits, your briefs to the 
Board, and even your oral argument. They tell you all the wonderous things 
they are going to do and they have schedules printed showing how they are 
going to fly 16 flights out of the city. Any civic party that is seriously interested 
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in participating in proceedings before the Board has to establish some sort of 
integrity of approach that you're an independent party and that you are only 
representing your own interest. I can remember attending a seminar out in 








Minneapolis, Minnesota two or three years ago, at which time the now Chief 
Hearing Examiner, Mr. Ralph Wiser of the Board, spoke to the participants 
regarding one of the very first cases he had with the Board. A civic party 
filed a petition for leave to intervene and in the petition there were blanks 
where the city was to have filled.in its name. The city, however, overlooked 
this and filed their petition with parentheses saying (fill in the name of your 
city). This is something that civic parties have to be careful of in participating 


in route proceedings. 
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THE ECONOMICS OF AIR CARGO 

Air Cargo has been in existence on scheduled carriers on a regular 
basis for about 28 years - Mail and Express for a much longer period. It's 
interesting to note that the scheduled airlines of the United States came into 
being not to carry passengers but to carry mail and later express for American 
Express, the predecessor of the present REA. Our basic route awards were 
in fact authorized with the basic requirement that the mail be carried. To 
this day, mail has priority of accommodation over all other classes of traffic. 

In discussing the economics of Air Cargo from the carrier point of 
view, the first premise is that the combination .carriers (that is, those who 
carry both cargo and mail) really do not know precisely the costs associated 
with providing a viable cargo service; thus, the debate rages as to the 
profitability of cargo -- the result, an unwillingness to make commitments 
to the cargo business as freely as they are made to pcissenger development. 

In spite of the airlines' origins in cargo, as the airline industry 
evolved, the advantages to the traveler of speed of air became more quickly 
apparent than to the shipping public, and the logistics of providing service 
to passengers seemed to be far less complicated than development of a cargo 
system. A simple example would be that there already were the private car 
and public ground transportation available to the passenger so that, generally, 
ways of moving people to and from airports were already established. 

On the cargo side, there was no ground transportation available to 
shippers because the volume of business available when air freight was estab¬ 
lished would not justify the operation of regular trucking services between the 
airports and shippers and receivers. Thus, ground transport for cargo was 








THE ECONOMICS OF AIR CARGO Pa S e 2 

a logistical hurdle that did not exist, essentially, for the developing passenger 
market. 

Then, too, the passenger market was and is more flexible than the 
cargo market in terms of availability for carriage. By that, I mean that 
passengers have varying needs for time of departure and arrival, so that much 
of a day can be covered with schedules with some assurance that there will be 
a demand for those schedules, thus providing utilization opportunities for 
passenger aircraft that have not, until recently, been recognized for cargo. 

And I parenthetically state that utilization becomes an increasingly dominant 
economic factor as the aircraft get larger and more expensive. 

In air cargo, unfortunately, the shipping public historically has had 
a pattern of production and order processing that takes place during the 
business hours, Monday through Friday. Most of their traffic is not available 
until late each day and their daily shipments are greater in the latter part of 
each week. Also, there is very little originating traffic available during the 
weekends. 

The end result is a series of peaks and valleys that provide a very 
difficult logistics problem which has two parts - schedules and manning. 

Also, the airline costs and, hence, degree of profitability have been 
difficult to determine, especially for carriers who transport both passengers 
and freight. 

The economic studies that have been undertaken, have snagged on the 
problem of allocation of costs as between passenger and cargo operations, 
which does, in fact, defy easy analysis --example: 

Allocation of costs of crew, manpower, cost and amortization of 
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aircraft, direct operating cost, i.e., gas and oil on an L-1011 carrying 
26, 000 pounds of cargo with a full passenger load. 

Also, since passenger revenues had so dominated in terms of 
contribution to total carrier revenues, particularly domestic carriers, a 
major portion of management time and corporate resources were dedicated 
to the passenger side, with cargo treated as a by-product. 

Incidentally, in international air transport, one major foreign flag 
carrier derives about 35% of its total revenue from cargo. 

Now let's look at the current situation. Managements are becoming 
increasingly aware of the air cargo product and are asking questions about 
the economics of carrying cargo for a number of reasons, which include- 
The annual dollar volume of air cargo is more than one 
hundred million dollars for several airlines, and is fast 
approaching that volume for others. 

The rate of growth of cargo is substantially larger than 
passengers and the percentage of cargo to total revenue 
within the airlines is becoming larger each year. 

With the introduction of wide-body aircraft, which have 
between 225 and 350 seats, management is looking for 
revenue which will decrease the passenger breakeven 
load factor. Air cargo is now looked at as a large 
potential contributor to reducing the passenger breakeven 
load factor. 
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Last year's recession and large losses of the airlines 
made managements search for all sources of business 
which contribute to covering airline costs. On some 
route segments, the full use of the available cargo space 
can reduce the breakeven load factor by 10 percentage 
points. 

Our most recent studies, done with the help of an outside consulting 
firm, uncovered the following: 

1. Basically, at least one half of total costs are in ground 

handling; productivity per employee is low, and our ground 
handling is inefficient. Looking into the reasons for this, 
we found that we have severe peaks and valleys at freight 
terminals which are more difficult to control than for motor 
carriers. For example, the majority of motor carrier 
vehicles are ov/ncd by the motor carrier so it can control 
its flow into and out of the terminal, thus maintaining a 
stable flow of traffic. In the trucking industry, there is a 
standard of pounds handled per man hour of about 3, 500 
pounds. The airline industry is lucky to get 3 50 pounds 
1/10th as much. We in the airline industry do not own 
our own pick up and delivery trucks and, thus, vehicles 
arrive and depart our terminals on schedules reflecting 
historic shipping patterns of our users which is afternoon 
pick up for evening delivery to the airports -- night time 
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and early morning arrivals for a. m. delivery. We are 
testing a system of RDT in New York City to reduce peaking. 
The RDT system, meaning "Reserved Dock Time", is a 
simple system whereby we reserve space at a dock for 
regular shippers of air freight -- including forwarders. 

We have found this system produces less congestion and 
more balance of traffic arrivals and departures. More than 
anything else though, it is the pattern of shipping on the part 
of our users that imposes the peaking that is so costly to the 
airlines. This is compounded by the type of labor contracts 
in existence, which call for eight hours pay, once an employee 
reports for a shift. 

2. We found that there are a substantial number of ways in which 
to allocate our costs for line flights, paperwork, management, 
etc. We also found that it was impossible to get complete 
agreement for one method of allocation. 

3. We found that in certain areas where there were much higher 

.V 1 \ 

costs than anticipated, the responsible department producing 
these costs were overly critical of" the study methods used to 
determine costs and fought the principles of the study -- 
rather than analyzing the problems and taking actions to lower 
"' their costs. 

4. We found that after the consultant left, there was improper 
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Very tew actions were taken on the initial cost study performed. 

Not until the end of last year did we embark on another cargo cost study 
which, I am happy to state, is producing good results, including the 

preliminary estimate that cargo is profitable. 

Because of the problem encountered in the last cost study, we took 


the following actions: 

1. The new study was performed inhouse, with a small degree 
of outside consulting. 

2. The study was presented to corporate management, rather 
than department heads. 

3. Corporate management agreed that cargo on line flight 
produces relatively little incremental cost. 

4. The effect of allocated charges for overhead and administration 
was minimized. We did not try to zero in to the nearest 

percent, the time a person spends in cargo activities. 

J . : ' : ' X . 

Some of the conclusions of the study were: 

1. That cargo is more profitable on passenger flights than on 
freighters. (Parenthetically, again — the ideal all-cargo 
aircraft is still on the drawing boards) 

2 . That cargo is more profitable when it is moving to longer 

haul market, rather than shorter haul. 

cargo is more profitable when we receive unitized 

shipments, rather than non-unitized shipments. 

4 , That cargo is more profitable when we receive higher 
weight shipments rather than lower weight shipments. 
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One of the most important points was that cargo, in total, is 
potentially profitable on passenger flights. Of course, this raises the 
question, "is cargo profitable on freighters?" Airline information forwarded 
to the C.A.B. shows that freighters are unprofitable on a fully allocated 
cost basis, and that a high breakeven load factor must be achieved before 
cargo becomes profitable. But, the most important point, as far as economic 
is concerned, is that freighters, marketed properly, generate traffic for 
the total fleet. As a simple example, there are freighter segments, New 
York to New Orleans/Houston, where on most,days, the amount of cargo 
brought out for freighters exceeds demand. Thus, the traffic which cannot 
be boarded on freighters because of weight or space limitations, is 'forced" 
on to passenger flights. Also, the New York shippers who bring traffic out 
to the New Orleans/Houston freighter do not like to make a large amount of 
costly stops at various airlines, and thus tender the freighter operator 
traffic for the many destinations the carrier serves. Therefore, on a direct 
cost basis, the New York to New Orleans /Houston freighter may, not produce 
a profit; but, the generative effect of the freighter producing traffic for 
combination flights over the same segment, as well as many other segments, 
yields a substantial amount of incremental revenue to other flights. 

Whether the airlines make money or not is not the key questions of 
the economics of air cargo. The primary question within the airlines is how 
do we make cargo more profitable than it is today, and in this way make 
cargo more economical to the shipper and more competitive with surface 
modes of transportation. 
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Tomorrow, when I speak of Air Cargo Marketing Development, I 
will present some new marketing ideas which we have developed that make 
cargo more economic for the airlines as well as shippers. But today, let's 
just look at the areas of reducing the costs of the carriers and making air 
cargo more economic. 

As we look at the economics of cargo within an airline, we will 
deal with four principal areas, including: 

1. Paperwork costs 

2. Terminal costs 

3. Line haul costs 

4. Claims cost 

In each of these areas, the air carrier can make major improvements. 


Paperwork 1 

The cost of paperwork is very high within the airline industry, as 
well as the entire transportation industry. Consider that when we pick up a 
shipment, a bill with eight copies is completed. When the packages get to our 
terminal, lot labels are placed on the shipment if it contains more than one 
piece. Reserved space or other types of labels are also placed on the shipment 
in many cases. Special labels showing date of shipment, color coded by day 
of week, are also placed on packages. Paperwork is completed at transfer 
stations and at destination stations and documents must be signed when shipment 
is delivered. But, this does not end the paperwork, because we now get into 
accounting procedure. We must bill a shipper, in some cases several times; 
collect his money; send an audit bill through accounting to make sure the 
proper rate was placed on the shipment and, finally, close out the account for 
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a particular shipment. 

All of this paperwork is expensive and the basic costs do not 

materially change whether the shipment weighs one pound or 10,000 pounds. 

This is why we . have a high cost for minimum charge shipment. We must 
establish more simple procedures within the airline industry for paperwork. 

This is the key way to reducing costs. United Parcel Service has an 
excellent low cost paperwork system. I believe that the airlines must analyze 
their procedures and others with efficient warehouse or terminal operations 
and implement a simpler paperwork system such as that used by UPS. If 
we do not do this, the paperwork for handling shipments will grow greater 
each year, especially because people make out the paperwork and the cost of 

labor keeps increasing every year. 

There is advanced technology which is partly on-line now and will 

be implemented more fully by late 1973 or early 1974 that should provide 
lowered handling and administrative costs as well as better customer service. 
Essentially, it is a highly sophisticated communications system tied to data 
processing, which will provide instant routing and tracing information as well 
as automatic rating and billing, thus considerably reducing paperwork and 

attendant costs. 

Ter minal Costs 

T [ le more lighter weight packages that an airline handles, the higher 
the costs we incur. It takes time to handle each package and we must c 

expedite the answer to reducing labor cost within our terminals through greater 
containerization or some other form of unitization. Consider an example -- 
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a truck pulls up to our dock with 100 pieces. We must off-load these 100 
pieces. Thus, we have 100 handlings. Later, we place these 100 pieces 
on a cart. The cart goes to an airplane and we place the 100 pieces on the 
aircraft. Therefore,, at the originating station, we have 300 handlings. 
Hopefully, the shipment will not transfer at another station where we would 
have another few hundred handlings. If the freight goes directly to the 
destination station, we have 100 handlings off-loading to a cart, another 
100 staging pieces on a pallet, since we must empty the carts, and then 
another 100 to place the pieces on to a truck. Thus, from origin to 
destination, without any transfer, we have 600 handlings. 

Consider the shipper who uses one container for 100 pieces. We 
take the container off the truck, place it on an airplane, take it off the 
airplane and put it on a truck for delivery at destination station. Thus, we 
have 4 handlings; a reduction of 596. Believe me - this saves money. 

We all too often look at containerization as reducing handlings of 
shipments from 100 to 1 piece, but what we are really doing with containers 
is reducing the handlings from 100 to 1 during many handling steps. Con¬ 
tainerization and other forms of unitization, such as palletization, is now 
growing rapidly, especially because of the initiation of reduced rates for 

shippers who tender unit loads to the carriers. 

While we are speaking of the area of terminal cost, I would like to 

state thaf the most grossly unfair practice of all transportation companies is 
to increase their rates on an across-the-board basis. Rates are primarily 
raised to pass on increased costs of doing business; mostly, these days, 
effect of inflation and labor costs. 
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There are some shippers who tender traffic to the airlines that is 
highly unprofitable and other shippers who tender traffic to the airlines that 
produces large profits. Should we increase, by 5%, the cost to shippers 
who tender undesirable traffic to us, and also increase the cost by 5% to 

shippers who give us profitable shipments? 

We have been studying a new concept in rate-making which is based 

on the following: 

1. For shippers who tender us tonnage with characteristics of 
two pieces per cwt., we will establish a basic rate. 

2 For shippers who tender us traffic with more than two pieces 
per cwt., each piece over two pieces per cwt. would incur 
an extra charge of $1 surcharge. 

If a shipper tenders us ten pieces for a 500 pound shipment, 
he will incur the basic cost, If a shipment tenders 15 pieces 
for a 500 pound shipment, he will incur a surcharge of $5 
additional cost. 

Thus, the shippers who tender us traffic and incur a surcharge will be 
paying for the extra handling cost. But most important, he will have an option 
of not paying this surcharge by consolidating his pieces through containerization, 
strapping, palletizing, etc., to reduce .his piece count. I think this makes 
sense since this proposal penalizes shippers who raise the costs to the airlines 
and allows these shippers, as well, to reduce their costs by tendering the 
airlines traffic which we can handle more efficiently and thus reduce our cost. 

At this point, I know that many of you would state that we should just 
not deal with the characteristic of number of packages but should also concentrate 
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on density. Generally, we cube out our aircraft capacity before we reach 
maximum weight. It is important to note that we have a density rule in 
the tariff that penalizes shippers who tender less than seven pounds per 

i i 

cubic foot domestically and less than nine pounds per cubic foot traffic 
internationally. 


Line Haul 


We find that the key characteristic is density of traffic. The higher 
the density, the more profitable the traffic. As an example --we have 
freighter planes which can carry 39, 000 pounds. We find that we bulk out 
at between 32 , 000 and 34, 000 pounds and, therefore, lose between 5, 000 and 
7, 000 pounds of utilization per flight. The airlines must attract higher 
density traffic in order to make cargo more profitable. 


Claims 


I am sure most of you have read about the high cost of claims in 
the transportation industry. This, of course, is partly because we handle, 
on the average, higher value shipments than surface, thus increasing exposure, 
Actions must be taken to reduce these claims. During 1971, Eastern's 
claims costs were half of what they Were during 1970 and during the same 
time we experienced the highest increase in revenue traffic for any domestic 
carrier. Two actions we took to reduce claims include: 

1. Charging claims to destination station, rather than originating 
station. This focuses the destination station on proper 
handling and they communicate with origin stations to make 
sure the traffic is loaded and handled properly so that when it 
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arrives at destination station, they are not charged with 
a claim. 

2. We 'implemented procedures for special handling of high 
value shipments. We found that by naving air freight 
supervisors and other competent employees watch the loading 
and unloading of these shipments and follow them to the high 
value rooms in our terminals, we were able to experience 
a substantial reduction in cost of claims for these valuable 
shipments. Claims are a significant part of cost of doing 
business that can affect both carrier cost and the price 
charged to the customer. 

Today, we are faced with several extraordinary challenges - 

getting better utilization from our current aircraft - Eastern alone produces 
3 trillion ton miles of belly capacity annually with a utilization of 20%; 
developing '‘cargo hour" scheduling; working toward more economical cargo 
aircraft; achieving better efficiency on the ground. 

Tomorrow, in the context of our discussion of Air Cargo Marketing 
Development, we'll discuss marketing solutions to, particularly, capacity 
utilization, containerization, and pricing elasticity. 


# # # # # f # # 
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AIR CARGO MARKETING DEVELOPMENT 


First, let's define marketing as it relates to Air Cargo; better yet, 
let's define air cargo -- Air Cargo is a service that provides time and place 
utility to goods_ - it principally serves the commercial and industrial economies 
of the world and includes movement of industrial components, manufactured 
goods, consumer goods and agricultural and horticultural products, almost all 
of which do not go to the end user. When considering the market development 
of air cargo in the context of the workshop entirely dedicated to air transport, 
it is well to keep in mind that passenger service is essentially a consumer 
product, while cargo is essentially an industrial product. In terms of market¬ 
ing techniques, then, the passenger product is marketed like other consumer 
goods such as soap and cereal -- the cargo product should be marketed using 
industrial marketing techniques similar to business machine and computer 
manufacturers. In other words, bringing shippers and receivers to the regular 
use of air, requires an economic justification -- a trade off of higher base 
costs versus competitive surface forms for which there are overall total 
distribution cost savings and/or increased sales and profits. Air cargo 
marketing, just as any other product or service marketing should follow 


certain patterns. ■ 

We feel that marketing should start with a definition of customer wants 


and needs, which is acquired by research. 


In a transport industry environment, 


as opposed to manufacturing industry, this means that the time and place 
requirements of the prospective user must be first defined and a product 
created to produce what the market or at least part of the market vants. 
Unfortunately, for the most part, the cargo product of the airlines lias been 
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essentially a by-product of the passenger product, has not necessarily been 
designed based on customer want and need. This approach has produced a 
relative ability to produce speed-in-transit far in excess of anything previously 
offered in surface transportation - and relative speed of transportation has 
proven long since to have varying user values. If speed-in-transit were not 
economically significant, and direct cost dominated selection of transportation 
mode, then everything moving from New York to San Francisco would still 
be on the ocean, since ocean freight carries the lowest rate of any transpor¬ 
tation mode. - 

So -- As an industrial product, requiring economic justification for 
its use, cargo marketing's goal is to demonstrate the profit potential of 
spending more money on transportation costs but achieving cost offsets or 
increased sales that end up contributing incremental income to the bottom line 
of the Profit and Loss Statement. 

The most effective way in which to achieve that objective is to analyze 
or convince prospects to analyze their total physical distribution costs, which 
can represent as much as 50% of total costs for many industries. Of course, 
transportation costs are only one of many components of physical distribution 
because distribution is made up of series of interdependent components. A 
change in any one has a direct or indirect effect on the whole physical dis¬ 
tribution system. 

So - marketing starts with a product design based on customer wants 
and needs and production of that product. It then progresses into a deter¬ 
mination of cost of producing the product, taking into consideration the fixed 
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costs, adding the impact ofivolume on cost and establishing the cost/volume 
relationship necessary to produce at least breakeven hopefully a profit -- 
more important - a reasonable return on investment. These considerations 
produce a price which the customers will pay for services rendered. 

We now have established what the customer will buy (we could call 
it product design) through market research, an integral component of 
marketing; the price to be charged, another function of marketing, aided by 
financial analyses and, hopefully, the result is a product and price that can 
be taken to the marketplace with reasonable expectation that sufficient 
prospects will purchase the product offered - and presenting the product to 
the marketplace is the primary and most commonly recognized function of 
Marketing. Most of the marketing techniques used by the Air Cargo Industry 
are very similar to those used in most industrial marketing activities. That 
is, marketing tools such as direct sales (unlike many consumer marketeers, 
we feel strongly that the Sales Representative is our most important market¬ 
ing tool), advertising, sales promotion, direct mail -- Advertising, however, 
is placed much more in industrial publications such as Iron Age, Purchasing 
Magazine, Traffic World, etc. , rather than consumer magazines, i. e. , Life 
or even general business magazines such as Fortune, Business Week, etc. 

We feel that of the three basic ingredients of marketing transporta¬ 
tion, the Sales Representative ranks first in importance; direct mail is 
second because it can be targeted and selective; and media advertising ranks 

third. 

In cargo marketing, there are some unique factors that complicate 
the execution. One is that almost everybody who grows, breeds or manu- 
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factures something has to ship it somewhere - without quantifying it, this 
means that our theoretical total market potential is vast (today, the domestic 
air industry carries less than 10% of total intercity traffic) and reaching 
that total market is an enormous challenge. The second is that not all of 
the potential market is necessarily desirable or profitable to handle. Unlike 
a producer of goods where almost the only thing that makes a customer 
undesirable is that he's a poor credit risk, there is a great variation in the 
profit or loss potential inherent in the infinite variety of goods that are 
shipped. Thus, we do not want to market our product to a great many 
customers; we want to handle some products at different price levels than 
others, based on varying costs and risks to the carriers - examples - very 
bulky goods, fragility, special handling, and varying values to the users. 

So we really want to market our product selectively, which is not easy under 
our obligations as a common carrier. We constantly research our market to 
determine the realtive desirability of prospective accounts and establish 

marketing goals based on selectivity. 

The second problem that is unique is that there is a minimum of _ 
two buying influences in each transportation § '.rchase, the buyer (the shipper) 
and the seller (the consignee). This is further complicated by the fact that 
ih some cases there are third and fourth influences, neither of which are 
either direct shipper or receiver. A third party influence can be a general 
traffic office who routes traffic from vendors to facilities scattered nation or 
worldwide -- or an export cargo agent acting on behalf of the shipper or 
receiver. 
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Finding and reaching/the correct buying influence, then, is a little 
more difficult than merely s e/e king out the Traffic Manager of each account. 
Many small and medium-sized businesses don't have a Traffic Manager per se 
Often the strongest transportation buying influence comes from the purchasing 

or production departments of the consignee. 

When attempting to justify the use of premium priced transportation 
based on redaction of distribution costs, it is usually necessary to involve 
the financial management of the prospect -- If it appears that air can 
contribute to increased sales and profit, then -we want to involve the sales 
management of the prospect. 

Historically, air cargo was marketed with emphasis on three areas: 

1. Freighters 

2. Emergency freight 

■ 4 * 

3. Distribution analysis 

Why was the emphasis placed on freighters, rather than line flight 

equipment -- because we firmly believe the following- 

1. It is the best approach to servicing a broad cargo market. 

It deals solely with cargo and is, at worst, a loss leader. 

We believe that we must meet the shippers' needs. The : 

freighter, basically, moves at night when the customers' 
traffic is available. It has the size to carry the weight 
ahd dimensions of all or almost all the freight moving to 
destinations important to the freight customers. Therefore, ■ 
freighter meets a marketing need because it meets the 


customers' needs. 
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2. Placing the emphasis on freighters means that we are, 
in fact, in the freight business and a good way to 
demonstrate it is to promote and advertise our freighters. 

We've found that the all-cargo capability has a halo effect 
that generates traffic for our passenger aircraft as well. 

While much of the marketing thrust emphasizes freighters 
today, 60% of the total traffic moves on line flights. But, 
with the introduction of wide-body aircraft, we anticipate 
that there will be a substantial increase in cargo traffic 
that will be carried on combination equipment and a basic 
shift in emphasis is already taking place. 

As far as emphasis on emergency traffic is concerned, this is 
beisically what we deal in today. Our rates are two to three times the cost 
of using surface transportation (although closer to class 100, and over, truck 
rates than many people think) and for many products, it is not economical 
to ship air freight on a straight transportation cost basis. 

Thus, much emphasis is placed on distribution analysis which isolates 
total distribution cost, including logistical costs such as transportation, 
inventory, materials handling, packaging and order processing. When 
impacting the effect of faster transportation on these costs, it can often result 
in savings in the other areas of distribution that result in net reductions in 
overall distribution costs. In other cases, when we deal in distribution 
analysis, we prove that air freight means a higher market penetration, 
increased sales and increased profits. But we feel that historically we have 
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come too close to offering air as a panacea for distribution ills. For years, 
when advertising the total cost concept, slogans were used such as, "We 
have a warehouse in the sky", or "Let^us eliminate your distribution center 
and increase your profits". 

This was the wrong approach. Let’s look at an example -- let’s 
say we are able to convince a shipper to eliminate a warehouse. This 

would create a tremendous problem for the shipper because when we eliminate 

: . ’ X. ; 

the warehouse, what do we do with the inventory? The usual reason for a 

warehouse is to protect service and sales inventory in a geographical area. 
Therefore, the approach that should be used is -- "r educe inventory because 
when a large portion of inventory is reduced or eliminated, there is no need 
for a warehouse and its high costs", assuming the service to the customer 
is not reduced. Again, let me point out that the key to air freight marketing 
in the total distribution approach should be the reduction of inventory. This, 

v 

then, generates a reduction of labor force, lower warehousing requirements, 
etc. , and can make air freight more economical with surface freight. 

Now let’s deal with how we will market air freight in the future. 
Many people have stated that the wide-body aircraft, in configuration, will 
reduce the cost of shipping air freight and thus result in decreased rates to 
shippers. Yesterday, I stated that we probably make more money in com¬ 
bination equipment than on freighters and it is our contention that the wide- 
body passenger schedules will result in decreased costs to airlines as well 
as a reduction of rates to shippers.’- 
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The following is a marketing thrust that demonstrates the potential 
of creative pricing. 

Recently we filed for approval with the CAB, a unique tariff which 
became effective on July 9, 1972. This tariff is the forerunner of the new 

marketing thrust in air freight. 

Most airlines have, or will shortly have quantities of wide-bodied 
aircraft. Let's take a look at what a plane of this type, the Lockheed L-1011, 
does for air freight in a long distance market of 1,605 miles. Over this 
length of haul, it can carry 73, 000 pounds of passengers, baggage and cargo. 
With 226 seats on this aircraft, an average weight per passenger of 170 
pounds and 35 pounds for baggage, we are left with 26, 670 pounds of weight 
to fill up with cargo if we achieve 100% passenger load factor. 

The key point is that we have 1, 280 cubic feet available for cargo, 
with 26, 670 pounds of allowable cargo weight with a 100% passenger load 
factor. This translates to a weight/cubic foot relationship of 22 pounds per 
cubic foot. For comparison purposes, let me cite the weight/cubic foot 
relationship for freighter aircraft. The 727 freighter has 4,100 cubic feet 
and a maximum allowable payload of 39, 000 pounds or a 9-1/2 pounds per 
cubic foot weight space relationship. The 707 has a weight space relationship 
of 10-1/2 pounds and a DC-8 stretch aircraft has a weight space relationship 
of 11.2 pounds per cubic foot. Again, the L-1011 relationship of weight and 
space is 22 pounds per cubic foot. These figures lead to an obvious 
conclusion -- we must get away from selling weight when we sell containers 
in 1011 passenger aircraft. What we must do is sell space. 
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It is interesting to note that the average density of cargo traveling 
today is about 10 pounds per cubic foot. With 1,280 cubic feet of usuable 
space, the 1011 would handle only 12,800 pound^ which is less than half of 
the allowable weight of lift for cargo with a 100% load factor. Thus, the 
marketing thrust must be toward products of high density and high volume 
in regular movements. The airlines have an opportunity to attract products 
and customers who do not utilize air freight on a regular basis at the present 
time. But, we must present them with an economic cost. Let's look at 
the New York/San Juan market again. The present tariffs for the container 
units of 160 cubic feet Over this segment state that we will allow the shipper 
to load 1,120 pounds for $148.50; a cost"to the shipper of 13£ a pound. 

With the present average density of air freight of 10 pounds per cubic foot, 
a shipper could load a maximum of 1,600 pounds in one of these containers. 

Eastern's new tariff, effective July 9, permits a shipper to place 

3, 000 pounds in a 160 cubic foot container for $198.40. While this is an 

increase of $51.90 in the price of the container to the shipper, or somewhere 
in the order of 35%, he is able to obtain an increase in weight of almost 200% 

Thus, the airline achieves an increase of price in unit while the 

price to the shipper of dense traffic can. achieve a level of 6. 6£ per pound, 
instead of 13£; a reduction of approximately 50% over the price paid by the 
shipper of average density freight. 

Also, a new container has been developed for this aircraft which is 
242 cubic feet and allows a shipper to place 6, 000 pounds in the container for 
$300 -- this brings the cost down as low as 5£ a pound. 
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These rates are competitive with surface and these are the types of * 

rates that wide-body aircraft will generate for shippers. 

Too often in the airline industry, we concentrate our marketing 
development on the airplane and thus don't expand our thinking beyond the 
air terminals. The shipper is not interested in flying his traffic from the 
San Juan International Airport to Kennedy. He is interested in moving the 
traffic from his plant in San Juan to his customer in New York. Our 
industry is now recognizing the total user need by doing the following: 

1. Publishing door-to-door rates. 

2. Establishing container rates with decreases for both 
pick up and delivery. 

3. Working with truckers to stuff and unstuff containers '*"% 

when shippers do not have facilities to handle containers |: 

for distribution centers and plants. 

Thus, we are coming closer to the service of meeting total i 

' . ' ‘ ■ .... ‘ r ■ 

requirements of the shipper. I 

There are other features of product design that have been stimulated 
by sales needs and marketing research -- shipper needs. As I stated, we | 

i /t 

s 

are working with truckers to establish door-to-door service and door-to-door 

f 

rates for customers. The shippers may book their freight on most airlines-- l 

just as a passenger seat is booked. We have telephone centers to provide 

* . • ■ .3 

information to shipper to answer any questions they may have. We are | v 

adapting our ground equipment to shippers' needs. As an example -- rates j 

.' : '• . ' . * . 

are published for a multitude of types of containers with varying weight limits. | 
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If a shipper only has 200 pounds of traffic to forward to a destination, 
we provide incentive rates for small containers. There are rate incentives 
for 500 pounds, 1,000 pounds, 1, 500 pounds, 2,000 pounds, and 3,000 pounds 
or more. Most important, we are adapting our containers to meet specilic 
requirements of shippers, such as, insulated units for shipment of frozen 
perishable products, including meats, poultry and fish, with compatible 
transport equipment provided for container movement off-premise. 

The majority of freight is handled by combination (passenger/cargo) 
airlines. Most combination airlines, while having cargo salesmen who devote 
100% of their time to selling the cargo product, also insist that what we call 
••combination sales representatives" sell cargo in areas where cargo salesmen 
are not domiciled. The combination salesman is supposed to sell both 
passenger and cargo, but almost always, we find that the combination 
salesman representing domestic carriers, pays less attention to cargo for 
several reasons, i.e.--it is more technical; they are usually hired primarily 
as passenger personnel and remain so oriented; and, very important, for 
most carriers, cargo represents less than 10% of total revenue. Numerous 
attempts have been made to educate combination sales reps in technical 
areas and the industrial sales techniques inherent in presenting the cargo 
product. Most of these efforts have proven to be of little value. 

• It is our contention that in order to be dynamic and to universally 
sell the cargo product of a combination airline, we must have cargo sales 
specialists. This has been proven historically. But, there is no need to 
have cargo salesmen in every city vye serve. Cargo salesmen must work 
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not a city nor a metropolitan area, but a regional area because inevitably, 
in the transportation business, we have hubs with large peripheral areas, 
consider Atlanta, like Chicago, a major transportation hub. Only 25% of 
the originating traffic handled in Atlanta originates in the Atlanta metro- 
politan area, while the remaining 75% is trucked in to this giant hub from 
the Carolines, Tennessee, Alabama, Mississippi, northern Florida, eastern 
and southern Georgia. Atlanta cargo salesmen should not only cover Atlanta, 
they should cover the entire geographical area. These are the people that 
concentrate their efforts on cargo and are the most successful in selling 

our product. 

Gentlemen, a new era in air cargo is being initiated. I am sure 
that I have not over-estimated the potential of wide-body aircraft making 
a breakthrough for cargo. It allows us to compete with surface carriers ^ 
for the first time in air cargo history and next year at this time, I do 
hope that we can meet at another session and that I can show you the 
successful results of the airline industry in marketing this new revolutionary 

product. 
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CURRENT PROBLEMS AND ISSUES 
IN AIRFREIGHT RATES 

, • ... f 

The past four years have been very active for the Civil 
Aeronautics Board in the regulation of domestic passenger fares 
and airfreight rates. There have been numerous tariff filings 
by most of the domestic air carriers aimed at making basic changes 
in domestic fares and rates. These changes involved general, 
across-the-board increases, selective increases and decreases in 
particular markets, or for given services or types of products, 
and finally, fundamental modifications of both the fare and rate 
structures. These filings, many of them made in the context of 
a generally depressed airline economic situation, were Intended 
to attract new traffic, to improve the cost-revenue equation with 
respect to giv£n services or"traffic, and in the end, to improve 
the filing carrier's "bottom line.” 

The GAB reviewed each such tariff within a short period of 
its filing, permitted some filings to become effective but suspended 
others pending investigation. This evolutionary process has 
already resulted in quite significant fare and rate changes in 
terms of both level and structure. For example, the domestic 
passenger fare structure has become much more "tapered” than 
previously. That is, the basic coach fare, on a per mile basis, 
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row dec linos much more rapidly as distance increases than it 
previously did. Such "taper" is generally believed to be present 
in airline unit costs, though its degree is subject to some contro¬ 
versy. Therefore, we believe today's passenger fare structure is 
better cos reor iented than it has been in the past. Similarly, the 
differential between first-class and coach fares has been increased 
while the discounts inherent in the extensive promotional fare 
structure have been moderately reduced. Important changes in the 
domestic freight rate structure have also been made during this 

period, about which, more later. 

At this point, I would like to discuss briefly the respective 
roles of the carriers and the CAB in the establishment of domestic 
rates and fares. Let me say first that X do not spoak ror the 
Board itself. My views are my own and I welcome your questions. 

The air carriers initiate their own rates and fares by filing, on 
an individual basis, tariffs showing their rates and any changes 
they propose to make. Such tariffs presumably reflect each carrier's 
best judgment in light of it-s costs, competitive situation, the^ 
shipper's or traveler's requirements, and the like. These tariffs \ 
are publicly filed in advance of effectiveness and may be protested 
by competing carriers and by users. The CAB comes into the 
picture at this point in the process. We review the filing 
in light of the economic justification furnished and any protests 
filed against it. We then decide whether the filing should be 
allowed to become effective immediately, or if there are problems 
with it sufficient to require suspension pending investigation. 






Parenthetically, a third alternative exists, namely, we can also 
permit the tariff to g. into effect while we Investigate it. 

Basically, the investigation Inquires into the question of the 
rate's reasonableness, that is, is it too high or too low, ’ 

and whether the rate unduly discriminates against or prejudices ! 

persons to whom it is not available. At the conclusion of the 
investigation, the Board decides whether the tariff is lawful 
or not, and if not, what the lawful fare or rate is. I would 
emphasize that it is only after a formal investigation with a 
hearing that the CAB can establish a rate or fare. Otherwise, rates, 
fares, and charges are established by the carriers on an individual 

basis. 

As a consequence of numerous domestic passenger tariff 
filings, as well as other considerations, in early 1970 the CAB 
instituted a broad investigation of all aspects of domestic pas¬ 
senger fares. Some matters involved in the investigation have 
already been decided. For example, the Board has set standards for 
rate-making purposes with respect to aircraft depreciation policies, 
allowable return on investment, aircraft seating configurations, 
and passenger load factor. In May, a year agi», the Board permitted 
thsj carriers to raise all fares by six percent while it further 
considered its tentative conclusion that nine percent was required 

on a permanent basis. Also pending is a decision on the lawfulness 

of the well-known family fare and youth fares, as well as the 
dual excursion fare called the Discover America fare. 
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This decision should issue soon. The final decision in this series, 
some months away, will deal with fare structure issues including 
fare taper and relationships between coach, first class, and other 

fares. 

In the airfreight area, the CAB has also undertaken two 
very broad investigations. One of them, initiated just two 
years ago, is concerned with the many air carrier tariff rules 
by which airlines limit their liability for loss and damage to 
airfreight, establish procedures for filing claims, and set forth 
the conditions on which the traffic will be carried. The other, 
begun in December of 1970, is a general investigation of all domestic 
airfreight rates. This case is obviously similar in many respects 
to the general passenger fare investigation now nearing completion. 

I would like to discuss these two broad investigations of freight 
rates and rules from the standpoint of the major areas of inquiry 
and what the CAB staff thinks about some of these matters. 

The rate investigation will be concerned, of course, with 
all aspects of-'the domestic freight rate structure. 

For many years airfreight has been viewed as a by-product of 
the basic passenger services. Since a large proportion of airfreight 
was carried in’the combination aircraft, carriers tended to price the 
service on a marginal cost and value of service basis. In the 
Airfreight Rate Investigation decided in 1948, the Board rejected 
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the added cost approach to rating freight services and established 
minimum rates geared to the cost of all-cargo operations. l'he 
Board stated its expectation that the carriers would evolve a 
rate structure above the. prescribed rate floor. Airfreight rates, 
however, remained generally at the minimum established by the 
Board. With the advent of jet aircraft and increased capacity, the 
Board revoked the minimum rates in 1961, and the price structure 
continued to be more concerned with developing new traffic and 
increased volume than with costs of service on a fully allocated 
basis. Unfortunately, however, while the growth of airfreight has 
gradually necessitated the acquisition of separate aircraft, facili 
ties, and personnel to handle it, the rate structure has not been 

overhauled in the light of current facts. 

Current general commodity rates vary according to direction, 
westbound and southbound rates being at a higher level in numerous 
markets than rates in the opposite direction. General commodity 
rates are typically quoted for shipments of under 100 pounds, 

100 pounds, lrOOO, 2,000, 3,000 pounds and over. In a few 
markets rates are quoted also for higher weights. The highest 
rates per pound arc. for shipments under 100 pounds, with lower 
rates published for successively higher "weight breaks". The 
differences among the rates at various weight breaks, also known 
as volume spreads, permit consolidations of smaller shipments by 
forwarders. These volume spreads vary by distance, the spreads 
being greatest for the longest hauls. 
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A minimum char"., pi r shipment assures carriers a minimum revenue 
for even tin- smallest shipment. For several years the typical minimum 

charge for shipments under general commodity rates was the charge 

/ 

for 50 pounds hut not less than $10.00. Just recently, however, 
the Board found I he 50 pound element unreasonable and ordered it 
cancelled. Thus, today the minimum charge is $10.00 in most cases. 

For shipments at specific commodity rates, the minimum charge is 
typically the charge for 100 pounds hut not less than $10.00. 

Specific commodity rates, which apply to named commodities, are 
normally lower than general commodity rates and for the most part 
are applicable to oastbound and northbound traffic. They fire 
typically published for the same shipment weights as general 
commodity rates, except that rates arc not usually quoted for 
shipments below 100 pounds. Other rates applying to individual 
commodities, but at a premium above general commodity rates, are 
so-called exception rates. These are quoted as percentages of the 
general commodity rates, 150 percent, 200 percent, etc. Very low 
general and specific commodity rates also exist in a few markets 
for export and import traffic. 

Other rates apply only to containerized shipments, involving 
varying discounts for several sizes of containers. In addition to 
an allowance for the weight of the container itself, nominal 
"unitization" discounts from both general and specific commodity 
rates are offered for traffic having densities of seven pounds or 
cubic foot. An additional discount of 33 1/3 percent is 


more pe r 



7 


offered on iv nnnl i<m«ro»dity ir.il l lc having a density of over 10 
pounds prr cubic fool . 

Tin-so rams arc quoted l>y the direct carriers for airport 
to airport service. I»ick-up and delivery rates are also published 
and the service is offered to shippers and receivers on an optional 
and extra charge basis. Airfreight forwarders, or consolidators, 
publish their own tariffs reflecting a generally similar 
rate structure. Fowarder rates are not included in the investigation. 


howeve r, 


Many aspects of the rate structure nr*' subject to question 
and in some cases involve substantial controversy. For example, the 
number of specific commodity rates, at significant reductions below 
the general commodity rate level, is now quite substantial and in 
some eases the discounts ar< very large. This raises the question 
whether so many specific commodity rates are warranted and whether 
the sharp rate reductions ore economically justified. Perhaps most 
important is what criteria or standards should he used lc evaluate 
specific commodity rates. 

Another area of controversy relate^ to the existing volume 
spreads, i.o^, the di Terences between weight breaks. Forwarders 
are interested in greater spreads, between the rates for shipments 
below 100 pounds and the 100-pound rates, on the one hand, and rates 
for larger shipments, on the other. Direct carriers generally are 
concerned that spreads not be so large as to result in undue diversion 
of traffic to forwarders and uneconomic rates lor large shipments 
consigned by forwarders. 
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I nslbound and nortl*l)ound rnLos have long boon lower than 


westbound and southbound rales, respectively, and presumably are 
below fully allocated costs of service/. This structure was developed 
because the predominant traffic flow has been in the westbound and 
southbound directions and reduced rates were necessary to develop 
traffic for the backhaul directions. At present there is currently 
no significant difference in volume eastbound v. westbound. Never¬ 
theless, it is claimed that if eastbound rates were not lower than 
westbound, eastbound traffic would be much less than now. This problem 
is quite complex and deserves careful analysis. 

Another import ant problem that has been recently focused on 
by a number of carriers is lhe level of rates for small shipments 
and the level of rates for all sizes of shipments for short hauls. 

1 is claimed *hat such '-ate-s are helow costs and should be raised 
significantly. Yet many shippers have conic to depend upon the 
current rates and significant increases would have a serious impact 
upon them. 
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During the past few years, i lie principal carriers of domestic 
airfrciglit have proposed a series of broad and substantial changes 
in their rates, lor I lie most part, the filings would have effected 
large increases in rates for the smaller shipments, including minimum 
charges, and would have made small cuts or no change at all in rates 
for large shipments. These filings drew numerous complaints from 
shippers objecting to l lie increases. The board gene rally permitted 
somewhat smaller, across-the-board increases in both general and 
specific commodity rates. 

These filings reflected a concern by carrier management for the 
persistently marginal economics of domestic all-cargo services. 

Despite rapid growtli in the volume of airfreight carried over an 
extended period of years, a solid profit basis lias not been achieved. 
All-cargo services arc and have been a drag on over-all domestic 
earnings and during the past year or so the declining profit in 
passenger services caused increasing attention to be focused on 
the cargo side. Moreover, the carriers arc reluctant to commit 
the very substantial investments required for both cargo aircraft 
and terminal facilities in the,face of the prospect of continued 
marginal earnings. 

For example, the volume of airfreight transported in the 
domestic scheduled services of the trunkline and all-cargo carriers 
increased from 418 million ton-miles in I960 to 2.1 billion in 1970, 
an increase of 400 percent. The growth rate was even greater for 
the freight carried in the all-cargo aircraft. By 1970, the latter 
carried about 50 percent of the domestic total. 


c 
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rhr profit picture, however, is another story. For a number 
of years, donciitii all-cargo services have Renorally been conducted 
at operating, losses. For only two 12-month periods since 1%3 
(those ended December 31, 1966, and Mine 30, 1967) have the operating 
revenues from such services, including a minor proportion of mail and 
express, exceeded operating expenses. For the 12 months ended December 
31, 1971, domestic trunk and a 11 -cargo carriers reported operating 
revenues of $259 million and operating expenses of over $294 million, 
resulting in an operating loss of $35 million. 

The rate increases made in the last few years have had the 
effect of generally raising the over-all rate level and leaving 
largely undisturbed, except for the minimum charges, the relationships 
among the various rales comprising the rate structure. While these 
rate increases should certainly bring revenues into somewhat better 
balance witli costs, they did nothing to effect the improvements 
in the rate structure which are needed for the longer term, tor 
example, air carrier costs in the terminal area are more affected 
by the number *f pieces in the shipment than by the shipment’s 
weight. Yet 'under the current rate structute, rates are determined 
almost entirely by the weight of the shipment. In the aircraft, 
costs are greatly affected by the density of the cargo, yet the 
price structure is concerned with traffic density only insolar as a 
minimum density requirement is concerned. There is considerable 
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controversy whether the current domestic minimum density rule, 
which imputes a weight of b.9 pounds to each cubic foot of space 
displaced, is realistic in light of the traffic carried and the 
lift capacity of the jet aircraft in current use. It would seem 
that the advantages of air transportation would be optimized by a 
rate structure which contained incentives to the shipper to 
minimize the number or pieces rendered, e. £ ., by using containers, 
and to maximize the density of the shipment. However, the total 
air transportation system should not ignore the small shipper or 

shipment or price this service unreasonably. 

In this connection, I would observe that meaningful study of 

this whole area is hindered, if not precluded, by the lack of 
factual data. Traffic, revenue, and cost data are reported by the 
carriers essentially on a domestic system basis. Traffic data are 
limited to tons enplaned by station and system ton-miles carried. 

Data are not available as to the kinds of commodities carried, the 
number of shipments, number of pieces, volume by weight, etc. A break¬ 
out between traffic carried at general commodity rates and specific 
rates is not even available. Cost data are by and large limited to the 
over-all costs of the all-cargo services and, without a good deal 
of the statistical data enumerated above, not much can be done by 
way of more detailed costing, for example, costs of handling small 


v. large shipments. 
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Wt . know i ir ... ..< earners maintain their own records, in 

v«ry in;; del ail and that Huy In ve attempted so.no cost studies. 

Ilowivcr, these data ami studies are not generally made available 
throughout the industry and they are probably far from uniform as 

anion}; the carriers. 

■Ihe initial phases oT the rate investigation are being devoted, 
therefore, to developing necessary but presently unavailable data. 

We and the carriers have devised a method for sampling 10 percent 
of their airfreight shipments. This study should reveal a good hit 
llbm ,t traffic patterns and markets, including the origin and destina¬ 
tion points of some 120 different airfreight commodities. .Other 
information will he the rating basis, that is, whether the general 
commodity or a specific commodity rate was used, shipment si sc, 
and number of pieces 

To afford some new insight into the important area of terminal 
costs, we ami tin carriers have contracted for a $200,000 study by 
an independent consultant. This firm will study operations at 
23 airline cargo terminals plus two airfreight forwarder terminals. 
The purpose is to study the influence on terminal costs of 
handling the various types of shipments with different character¬ 
istics. A corrollary purpose is to develop a reliable methodology 
by which carrier-reported traffic servicing expenses can he fairly 
allocated among I he various types of traffic handled, including 
mail and express. 


o 
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Thus armed with much new, and hupaiully useful information, we, 
the air carriers, and the shipper parties will begin the hearing 
phase of the rate investigation sometime early nest year. Inch of 
us will introduce reams of evidence calculated to prove conclusively 
that our conclusions and recommendations are reasonable and that 
the other fellows' aren t. 

One of the matters we can expect to be sharply contested is the 
basic question whether airfreight is to be viewed as a by-product 
of the much larger passenger services or as a joint product. This 
a fundamental issue since it affects the amount of jointly produced 
costs of operations - and this would include most airline-costs - 
to be assigned to airfreight. This in turn affects freight rate 
ievels - assuming rates in the aggregate should cover costs in 
the long run - and, through the rates, the demand for airfreight 
services. The real life implications ore most important. Rates 
that are unnecessarily high are unfair to present shippers and will 
inhibit market growth. Rates that are too low, that is, rates which 
do not cover the true, full costs of service, will inevitably burden 
other airline traffic and lead to a misapplication of resources. 

This issue will be sharpened by the existence of very substan¬ 
tial amounts of cargo capacity provided by the wide-body aircraft. 
These belly compartments are fully capable of containerized operations 
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on a stall comparable lo tlu* nnrrow-bo«lv all-cargo aircraft. Tbc 
argument will be made -- and it's a compel ling one -- that such 
capacity is produced as .n by-product of the extensive passenger 
services and can be used Lor carrying large volumes of airfreight 
at little or no additional capacity cost. 

My own tentative and personal view on this question is that 
the airfreight rates should bear an appropriate share of the costs 
of operating the passenger aircraft. First, I would venture the 
opinion hat by-product pricing of airfreight -- which in essence 
says that the passenger will pick up the difference between total 
costs and the amount paid by the airfreight nm#»' shipper -- represents 
no meaningful standard at all to judge the reasonableness of air¬ 
freight rates. This approach would result in airfreight rates 
fluctuating inversely with passenger revenues. Carrier manage¬ 
ments would be in a poor position to make economic judgments 
concerning the provision of additional airfreight services which, 
to an increasing degree, involve separate and costly aircraft, 
terminal facilities, and people. 

During the past several years, 1 have become quite skeptical 
of the viability of the "any-how" theory of setting airline rates 
and fares. The nub of this theory is that the seat or flight 
is being operated anyhow and that almost any rate will therefore 
cover out-of-pocket costs and make a contribution to profit. Ibis 
theory has been used to justify many a discounted fare and rate* 
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but it i* by no means clear that carrier profits have been thereby 
improved. 

in m) opinion, it L extremely difficult to demonstrate, one 
way or the other, the effect on capacity costs of carrying holly 
cargo. Airline capacity costs are mostly variable, except in the 
very short-run, and vary principally with the volume of miles or hours 
flown. The latter are quite responsive to tralfic and relatively 
small traffic increases seem to generate the operation of additional 
flights. Moreover, it is quite doubtful that flight schedules 
catering to the needs or the passenger markets would adequately 
serve to develop potential airfreight markets. For one thing, the 
timing of most passenger flights is not well suited to the next-day- 
delivery requirement s of many shippers, hut, pricing the cargo services 
as a by-product of the passenger schedules will reduce the economic 
viability of all-cargo flights and tend to increase reliance on 
passenger flights. This will in turn increase the likelihood that 

belly capacity on passenger flights will in fact be provided at 

i j *. K,it- cnrci fi col lv the air freight 

times, not as'a pure by-product, but spccilicony 

market. 

Other fundamental Issues in the investigation include the 
specific commodity rates, weight breaks, and directional rates. 

Specific commodity rates are principally promotional devices to 
induce new shippers to use air transportation for their products. 
Historically, these rates have been used most in the eastbound 
and northbound directions to help counterbalance the normally heavier 
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traffic flows in the opposite directions. The specific commodity 
rate structure today includes a wide range of discounts from general 
commodity rates reflecting carrier ludgments as to the rate level 
necessary to attract the traffic. They are largely unrelated to costs 
of service and are inherently discriminatory among shippers of 
different products. 

In my opinion, specific commodity rate pricing makes sense 
only in small doses. Hut when numerous such rates are established 
and the traffic volume becomes quite large, the carrier's average 
freight rate, or yield, is diluted. Eventually, increases 
in other rates, or in all rates, become necessary to recover the 

over-all costs of the airfreight service. 

I would like to see less reliance on this type of pricing 
and more use of the general cargo rate structure. Rate variations 
should be encouraged lo reflect different traffic characteristics - 
its density, relative fragility, perishability, and the like. For 
example, because of the significance of traffic density in present- 
day aircraft, a price incentive should be given to encourage higher 
density traffic, and the reverse. By the same token, because terminal 
handling costs are substantially influenced by the number of pieces 
in the shipment, l would like to inject a "piece" charge in the 
rate structure. 

Weight breaks, that is, unit price reductions for larger 
shipments, present somewhat similar issues. At one time, weight breaks 
were mostly a promotional device and bore little resemblance to 
cost savings inherent in larger shipments. In the last few 
years, the domestic carriers have largely eliminated weight 
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breaks above the full-sized pallet or ip,loo -- about 3,000 pounds. 

This is quite sound, in my view, since 1 do not believe that the cost 
per pound ls measurably less for shipments of, say, 5,0*0 or 10,000 
pounds than for 3,000 pounds, below 3,000 pounds, however, it is 
my opinion that costs per pound rise quite sharply as shipment 
size declines because ground handling costs, documentation, billing, 
etc., do not closely correlate with shipment weight but represent 
more of a constant factor influenced by the number of pieces in the 
shipment and special handling characteristics of the traffic. We 
hope the terminal cost study, 1 mentioned earlier, will develop a 
good basis for determining how much weight taper should be reflected 
in the rate structure. The same basic information as fa terminal 
handling costs should also provide guidance with respect to the 
appropriate degree of distance taper in the structure. 

Summing up, I believe that a well-designed container program 
and price structure would meet most of these objectives and would 
afford advantages to both carriers and shippers. It would offer 
incentives to the shipper to reduce the number of pieces and 
increase the density per shipment. This would reduce carrier 
costs of operation. Eventually, perhaps, this type of structure 
could replace much of the present specific commodity rate 
structure. Corrollary benefits would include much safer trans¬ 
portation with fewer instances of loss, pilferage, and damage 
and fewer claims. 

This leads me to.our second major investigation relating to 
airfreight -- namely, our inquiry into the reasonableness of 
the carriers' tariff rules governing their liability when a shipment 

I 

I 


Of airfreight is lost or damaged. The domestic airlines basically 
limit their liability lor loss and damage to 50 cents per pound 
or $50, whichever is greater. There are exceptions for certain 
items for which a lower limit is prescribed. In most cases, the 
shipper at his option may declare a higher valuation on his goods 
subject to payment of an additional charge. The carriers also 
publish tariff rules on packing requirements as well as rules 
governing the filing of claims. The 50 cents per pound liability 
limit differs from the practice in surface transport where the 
carriers are responsible, with some exceptions,for the full value 


of the goods lost or damaged. 

During the last few years the CAB has received many complaints 
from shippers about the arbitrary liability limit, the bases on 
which claims were denied, and the lack of uniformity of rules among 
air carriers and with surface carriers. The CAB instituted the 
present investigation two years ago to look into these matters. 

As was the case in the rate investigation, our first step was 
to undertake a comprehensive survey of shipper claims. Tins is 
the first such survey so far as 1 know. Our survey covered the 
periods January to June and September-October 1971. It covered 
some 8,400 claims which were analyzed to determine the amount of 
the loss, the reason for the loss, the commodities involved, the 


amount paid, and other information. 

For domestic claims over $25, 9 percent were denied in full 
27 percent were paid or denied in part, and 64 percent were paid 
in full. Those percentages arc based upon the number of claims 
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In the various categories, irrespective of the dollar amount claimed. 
When you make a similar analysis on the basis of the dollars represented 
by these claims, you get a different picture. On that basis, 10 percent 
were denied in full, 52 percent were partly paid, partly denied, and 
only 38 percent were paid. For goods with a value of 50 cents per 
pound or less, a much higher percentage of the amounts claimed was 
paid (about 70 percent) reflecting the fact that such traffic was not 
subject to the arbitrary valuation limit. Above 50 cents per pound, 
only one-third were paid, reflecting, of course, the impact of the 

valuation limit. 

The 50 cent per pound valuation limit goes back to the early 
days of civil aviation and is, in my opinion, no longer valid. It 
should be changed. It may be contrasted, for example, with the $8.0U 
per pound limit which applies internationally pursuant to a treaty 
among most nations. 

In my judgment, it is simply not in the public interest or 
conducive to the development of a sound airfreight transportation 
system to perpetuate a rule which denies in whole or in part a 

substantial portion of claims filed. It is bad enough to lose 

or damage the customer's goods but to deny the ensuing claim 
on the basis of an arbitrary valuation limit is adding insult to 
injury. Many shippers are unaware -- at least the iirst time 
of such limit and the necessity to declare and pay for added 
protection. Moreover, most claims stem from _loss not damage. 

This would suggest that most of the problem arises from the 
carriers'-own negligence not some Irailty inherent in the goods. 
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In fact, I have heard it suggested that the 50 cents per. pound limit 
means it is cheaper lor carriers to pay claims up to that amount than 
to protect the property entrusted to their care. Whatever the truth 
of that assertion, it is clear that carriers should and, in fact, can 
better protect airfreight -- witness the progress made at JFK -- and 
a higher limit on their liability would increase their economic 
incentive to do so. 

In place of the present rule, I believe a rule of substantially 
full common carrier liability should apply. In other words, a 
carrier should be responsible for damages due to his negligence, 
with some exceptions, up to the value of the goods lost or damaged. 
However, 1 would not expect a carrier to assume full liability for 
commodities of very high value - for example, currency, jewels, 
art works -- especially when the carrier has no knowledge that 
such articles are being carried. 

There are, 1 believe, two ways to solve this problem. The first 
would allow a carrier, upon proper documentation, to establish 
liability limits on a limited number of specifically identified 
articles of very high value. At the same time, the carrier would 
provide the shipper the option to declare a higher ^valuation at an 
additional charge. The second approach would be simply to substitute 
a much higher limit, say $b.00 to $10.00 per pound, for the present 
50 cents, coupled with the option to declare a higher value at 


extra cost.. 



21 


Both approaches would afford most shippers and shipments 
coverage for full value. Both approaches would protect carriers 
against very large claims on very valuable goods. We hope to 
explore the pros and cons of both alternatives in the pending 
investigation with the full participation of the carrier and 
shipper parties. At the moment, 1 lean toward the second alternative 
mostly because it seems a little simpler to me. 

In closing, I hope that 1 have given you some insight into 
airfreight tariff problems now pending before the CAB. While we 
may tend sometimes to make these matters sound very complicated, 
what is really involved is the price for a service and the terms 
under which it will be performed. As such, these matters vitally 
affect the interface between carriers and users of air transpor¬ 
tation as well as theit individual interests. Our purpose is to 
see that such prices and rules are fair to both parties and con¬ 
sistent with the public interest. 



Lewis M. Schneider 


• THE FUTURE OF THE U. S. DOMESTIC AIR FREIGHT INDUSTRY 

A Presentation at the Summer Workshop on 
Airline Systems Analysis and Economics 

Flight Transportation Laboratory 
Massachusetts Institute of Technology 

Introduction 

This paper will present some of the findings of the author's recently 
completed research project on the future of the U. S. domestic air freight in¬ 
dustry. The research questions of the study were: a) during the period 1965- 
1969, when the airlines introduced jet freighters into domestic service and 
air freight traffic growth continued at a high rate, what strategies were em¬ 
ployed by management' and with what results, and b) what are the opportunities 
and problems confronting the domestic air freight industry during the 1970's 
and 1980* s? 

The U. S. Domestic Air Freight Industry 

Between 1959 and 1969 U. S. air freight traffic increased at an annual 
rate of almost 15%. During shorter time periods, the growth was even more dra¬ 
matic - for example, between 1964 and 1968 scheduled air freight traffic carried 
by the combination carriers increased at an annual rate of almost 22%. Most 
forecasts of U. S. air freight growth made during the mid and late 1960's antici 
pated that air freight traffic would grow at annual rates of 19-22% per year. 


* The Future of the Uni ted States Domestic Air Freight Industry , Division of 
Research, Harvard Business School, to be published 1972-3. 



Over one-half of the freight ton miles moved in freighter aircraft 
by the end of the study period and four carriers - .American, United, Trans- 
World, Flying Tiger - accounted for over 83% of the scheduled domestic freighter 
revenue ton miles. U. S. air carriers now gross over $1.2 billion per year 
in their domestic plus international freight, express, and mail traffic. 
Scheduled freight revenue of the domestic trunklines plus Pan American for 
the twelve months ended March 31, 1972, alone totaled $662 million. The 
aforementioned four carriers analyzed in this study grossed almost $200 million 
in the domestic freighter operations in 1971. 

The Results of Management Freighter Strategy 1965-1969 

This study focused primarily on the strategies employed by airline 
managers in their freighter service because a) the author believed that the 
principal measure of corporate commitment to air freight was the percentage 
of freight carried on freighters, b) the importance of freighter traffic as 
a percentage of total freight traffic and c) the availability of CAB data 
on freighter operations. 

The use of the percent of freight carried on freighters proved to 
be somewhat controversial. Some maintained that aggressive solicitation of 
belly cargo was legitimate evidence of a- commitment to air freight. 

Yet, traditionally, the airlines have rewarded their managers on 
the basis of performance in passenger operations. Many times during the 
course of the author's interviews, comments of this type were heard: "air 
cargo is a second class citizen", and "the passenger group does all the plan¬ 
ning, we have to do the selling", etc. No combination carrier has established 
air freight as a separate and distinct organization with complete return on 
investment responsibility. In the author's opinion, .investment in freighter 
planes is the next best measure, for it indicates the degree to which manage¬ 
ment has "cut the cord" and ceased to think of air freight as a byproduct of 
the passenger business. It should be noted that during the mid-1960's, air¬ 
craft manufacturers were predicting that by 1975, 80% of the U. S. domestic 
cargo would move on freighter flightsJ 



Other management input variables analyzed besides "commitment to 
air freight" included equipment, routes and schedules, pricing (that is, the 
decisions concerning target traffic mix, scheduling, and choice of equipment 
which ultimately led to an average yield per revenue ton mile), and other 
marketing expenses (advertising, promotion, and sales). 

The Results of Management Freighter Strategy 

The results were reported under the headings of a) traffic and share 
of market, b) operating efficiency, and c) financial. Statistical analysis 
revealed that freighter market shares were almost directly proportional to 
freighter capacity shares. There appeared to be little, if any, dispropor¬ 
tionate returns to capacity increases. (Slide 1) 

There was little evidence of economies of scale (marginal costs 
declining as volume increased) in freighter service once jets were intro¬ 
duced. Deflated total operating expenses in 1958 dollars increased pro¬ 
portionately to increases in available ton miles during the period. (Slide 2) 

On the other hand, there was some evidence that the traffic service 
component of operating expenses did display economies of scale. (Slide 3) 

But, perhaps the most interesting findings were financial, and 
the implications for the future of the U.S. domestic air freight industry 
are extremely important. 

Despite the five year period of substantial traffic growth, only 
American Airlines was able to show a cumulative profit from its freighter 
operations. (Slide 4) In no instance was the return on investment 
satisfactory. Indeed, United's freighters showed a cumulative loss of 
almost $7 million between 1965-1969 on a $142 million investment. For the 
twelve months ending December 31 , 1970, U. S. domestic freighter planes, 
lost $45.2 milTion before taxes, and for the twelve month period ending 
June 30, 1971, the operating loss climbed to $54.8 million. 




- 4 - 


Two financial ratios of significance in the transportation in¬ 
dustry are the operating ratio (operating expenses divided by operating 
revenue) and the capital productivity ratio (revenue to net investment). 

As indicated in Slides 5 and 6 , domestic air freighters had the unenviable 
distinction during the study period of combining the operating ratio of the 
motor carrier industry with the poor capital productivity of the railroad 
industry! 

Within this general pattern of financial distress, evidence was 
obtained which linked some of the output measures with management inputs. 

For example, there was a positive correlation between percentage of cargo 
carried on freighters by the combination carriers with freighter operating 
profit lending support to the proposition that strong management commitment 
could influence profit performance to an extent. Clearly, increases in 
capacity resulted in increased market share, although profits were not 
guaranteed. United, for example, found that its- freighter traffic, market 
share, and profits improved substantially during the period 1965-1968, but 
a combination of reduced traffic growth and substantial increases in oper¬ 
ating expenses caused profits to plummet in 1969. It then compiled the 
worst profit record of the study domestic freighter carriers in 1970 and 
1971. • 

As indicated in Slide 7 , profits were highly volatile and re¬ 
sponded dramatically to relatively small changes in the relationships between 
percentage change in' capacity,, traffic, operating revenue, and operating 
expenses. Efforts to derive statistically formal relationships between 
profits and the management inputs proved impossible. 

One is left with the intriguing question of why management chose 
to make substantial investments in air freighter service in the face of such 
risky and unappealing economics. Were they in effect following a "buy in" 
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strategy so as to achieve strong market shares before the introduction of 
jumbo jet aircraft,and further hoping that the jumbo jets would generate the 
adequate return on investment so conspicuous by its absence in the history 

of the industry? , 

The second section of the study was designed to analyze the outlook 

for the U. S. domestic air freight industry keeping in mind its performance 
over the previous decade. 

The Future of the U. S. Domestic Air Freight Industry, 

The study analyzed the future of the U. S, domestic air freight 
industry with three underlying questions in mind: a) will air freight traffic 
continue to display the high growth rates as in the past, b) what will be 
the competitive cost relationships between the domestic modes of transportation, 
and c) how will the economics of the industry depend upon future costs, prices, 
industry structure, and intra-industry competition? 

Traffic Projections 

At the risk of oversimplification, air freight traffic was divided 
into three basic categories for analysis: a) emergency traffic which is 
unplanned and highly time sensitive, b) routine perishable which is time 
sensitive but planned, and c) routine surface divertible which is planned 
but less time sensitive. A recent speech by an official of United Airlines 
suggested that the growth opportunities for emergency and routine perishable 
may not be as dramatic as many had hoped. 3 He also questioned the ability 

of domestic air freight to divert substantial amounts of surface traffic. 

He concluded that domestic passenger traffic would grow at an annual rate 

of 10% with cargo traffic lagging behind. 

A revised forecast of domestic air freight.plus express ton miles 

by the CAB in 1971 also lowered expected growth rates from those developed 
during the 1960's. The CAB staff study concluded that during the period 

1971-1975 annual growth rates would be 10.4%-l5.8% per year depending on air 

4 

freight pricing policies. 
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In short, the traffic growth picture is what might be termed 
variably optimistic. All studies predict growth, with the most likely rates 

over the next several years falling into th - - * . whether 

question for the industry is not one of traffic growth, rather it is . 

this traffic will be carried at a satisfactory return on investro . 


Comparative Transporta tion Costs 

In order to better understand the probable competitive environment 
of the domestic air freight industry, projections of transcontinental operating 
costs were made on the basis of historical costs and factors which would affect 
these costs in the future. Because of the many uncertainties - not the least 
of which is the future policy of the Pay Board - a parametric approach was taken 
which in effect spotlighted competitive relationships under a range of assumptions 
as to changes in annual costs. 

As indicated in Slide 8, line haul costs for air freight and truck¬ 
ing could overlap if the airlines introduced jumbo jets. On the other hand, 
most likely trucking costs will still be below that of air freighters utilizing 
707 or stretched DC-8 equipment. But, more significantly, transcontinental 

rail container trains would undercut both competitors by a substantial margin. 

When projected terminal costs are added to line haul, rail's 

competitive advantage is amplified, and trucking maintains a slight edge 
over even jumbo air freighters. (Slide 9) Should-the pricing policies 
of the carriers reflect their relative costs, it would be difficult for 
air freighter rates to be reduced to levels sufficient to attract sub¬ 
stantial routine surface divertible traffic unless jumbo jets were in¬ 
troduced. .. *■:■■■■■ . 


Financial Issues 

Depending on assumptions as to costs, load factors, and yield 
per revenue ton mile,, it is possible to project a variety of financial 
scenarios for air freighter service in the decade ahead. For example, 
at"50% load factor and yields of 10.5£, 12.5^, 14.5£ and 16.5<t the time 
adjusted return for 747 freighter aircraft would be 0%, 41, 20%, and 35% 
before taxes respectively during the 1970's. 
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With return on investment potential of greater- than 20%, what 
are.the risks of investing in jumbo freighters? There are many as noted 
in the •.following: 

1) Ironically, despite the greater capacity of a jumbo freighter, 
one can demonstrate that on the basis of historical performance, the carriers 
might price their service so as to reduce the capital productivity of the 
747 1 s below that of the turbo-prop CL-44's. (slide 10) For example, had 
the 747 jet freighters been introduced in 1969-1970, it is not unreasonable 
to predict that average yields would have declined to 12£ per revenue ton 
mile. The capital productivity would have declined from 1,52 (CL-44 at 20t 
per RTM) to 1.46 (747F at \U per RTM) despite the massive investment. As 
we have seen, the ratio of air freighter revenue to net.investment slide 6 
is not impressive. Indeed, air freighters are perilously close to becoming 
"railroads with wings" on the basis of capital productivity, 

2) The jumbo jet operating costs estimates are predicted on dramatic 
reductions in terminal costs stemming from containerization. One recent study 
warns that terminal investment and operating costs may be substantially 
higher than anticipated. In view of the fact that most air shipments 

weigh less than 100 pounds, there will have to be changes in.the industry 
structure so that the container stuffing takes place at a distance from the 
expensive airports. This implies even greater responsibilities for the 
forwarders and consolidators, and the airlines may not- be willing to let 

intermediaries play a larger role. 

3) The jumbo jets will require a massive investment in new 
rectangular containers. It is still not clear how well these containers 
will withstand the rigors of over-the-road feeder service, nor whether 
the problems of scheduling their use will be difficult. 

4) Perhaps, most crucial, are the assumptions as to actual load 
factor. Containerization has promised great cost savings benefits to all 
modes of transportation, but the need to make substantial capital invest¬ 
ments has ledto rate cutting and overcapacity as well. The recent "over- 
tonnaging" on the North Atlantic was a familiar and painful story to ob¬ 
servers and participants alike. Unless schedules are regulated, load fac¬ 
tors could plummet to uneconomic levels. Although the breakeven load factor 
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of a jumbo freighter is below that of 707's, the cost per-aircraft mile 
increases,substantially magnifying the risks. At least when the airlines 
went from piston freighters to the 707 they could hedge their risks with 
the knowledge that costs per plane mile and per available ton mile would 

decline. 

In addition to the pressures on load factor from the intro¬ 
duction of jet freighters, the airlines operating freighters face competition 
from private air carriage and the substantial amount of belly capacity 
available to the combination carriers operating the new wide-body passenger 

jets. 

5) Factors in the external environment will also affect the 
potential profits. On the positive side are regulatory decisions which 
will promote intermodal transportation and make .combination air-truck ser¬ 
vice more viable. 6 If the economy continues to recover in a satisfactory 
manner and renew its long run growth pattern of 4-5% per annum, air freight traffi 
should continue to grow at a pace greater than most industries in the nation. 

Yet, the problems of noise pollution and restraints on the availa¬ 
bility of land in urban areas will affect the air freight industry substan¬ 
tially. There is a high probability that flights will be restricted between 
11 p.m. and 6 a.m. at major urban airports, precisely the prime time for • 
freighter departures. This will create even more pressure for all-cargo air¬ 
ports in rural areas fed by surface transportation. Although this system 
might work well for freighters, it would prevent the combination airlines 
from spreading their terminal costs over freighter and belly volume. 

Marketing Implications for the Carriers 

As shown in Slide 11, customer requirements and the management 
responses differ dramatically depending on the nature of the air freight 
traffic. Clearly, a universal set of policies - price, pick up and delivery, 




- 9 - 


special services, schedules, etc. - will not meet the diverse needs of the 
shippers. Also, it is highly unlikely that these three classes of traffic 
are equally profitable. Finally, the degree to which a carrier decides to 
concentrate on any one or more of the three categories has important struc¬ 
tural implications for the industry. 

For example, carriers that strive for routine perishable traffic „ 

will not have to make the same investment in educating their sales force 
in the difficult "industrial marketing" task of selling the service through 
a total cost analysis. On the other hand, routine perishable traffic is 
time sensitive, is often seasonal, and can lead to volatile profit performance, 
even though the traffic as a whole represents routine decisions. 

When the spatial as well as the time element is included in the 
analysis, institutional responsibilities become very important. A shipper 
who tenders surface divertible cargo destined to off line as well as on line 
points may prefer to work through one of the large forwarders, who specialize 

in controlled routings via several carriers. 

Pricing of routine perishable traffic requires knowledge primarily 
of demand factors, but pricing of routine surface divertible must consider 
cost trends throughout the alternative distribution systems. 

In summary, the degree of sophistication of selling ranges from low 
to very high as one moves from emergency to routine surface divertible. On 
the other hand, the response and speed requirements move in the opposite 
direction. Thus, it would seem reasonable- for the airlines to develop broad 
goals as to what percentage of shipments, tonnage, and revenue fall into these 
three broad categories, before moving ahead to price out individual shipments. 
The analogy might be made with the decisions of a manufacturing company to 
generate a given percentage of its revenue from one broad product line. This 
strategic decision' has major policy implications in-terms of selling policies, 
pricing, channels of distribution, etc. Within the broad product line more 
specific individual product decisions can be made subsequently. 

• Unfortunately, it will not be easy for the airlines to establish 
these broad policies, for some carriers don't know how much of their traffic 






- 10 - 


is truly emergency, perishable, or could move by surface. In one instance 
the author had the opportunity to ask several airline executives in one 
company what proportion of the air freight traffic they thought was emer¬ 
gency versus surface divertible. They answered 25% to 40%. .The cargo 
manager then spoke up and said that on the basis of a recent survey, over 
75% of the traffic was in fact moving because of a shipper perceived emer¬ 
gency. Without special studies, perceived impressions of traffic may be 
completely erroneous. 

Strategic Decisions 

Yet the marketing decisions are but one aspect of what can be called 
strategic decisions. The airlines have just emerged from one of their cyclical 
periods of overcapacity, reduced traffic growth, and staggering deficits. Now 
is the time for them to plan their strategy, lest they again be lured into the 

high growth, high risk of overcapacity scenario. 

In the air freight segment of the industry, this will require 

specification of a variety of strategic decisions, each of which can be 
measured and monitored. Eleven of these choices have been arrayed in 
slide 12. 

High Risk Scenario 

The high risk scenario for the combination carriers is to repeat 
the strategy of the past; namely, cut rate's on belly cargo to stimulate 
volume, over-invest in a new generation of freighters, and price their ser¬ 
vice at rates which are insufficient to yield a favorable return on invest¬ 
ment given the patterns of competition and the economics of the aircraft and 

ground systems. 

Any pricing policies based on short run by-product costs of belly 
operations will threaten the potential profitability of freighter service 
for both the combination and all-cargo carriers and impair the ability of 
the industry to develop its services around a sound base of freighter oper¬ 
ations. • ) 


■•-rSSt-.JK.’' 


f. 
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Another component of the high risk scenario would be for the 
carriers to integrate vertically and provide a full range of services in¬ 
cluding ground transportation, terminal services, and inventory control. 

The airlines,in contrast to major surface carriers or forwarders such as 
United Parcel Service, have had difficulty in operating efficient surface 
logistics systems. In large measure, this has been because of the nature 
of air freight - small shipments, often perishable commodities, etc. The 
surface carrier or forwarder can depend upon a large volume of surface 
traffic to absorb overhead costs, .whereas the airline or specialized air 
freight forwarder often does not have the volume which can produce economies 

of scale. 

Low Risk Scenario 

A highly controversial, but low risk strategy for the combination 

carriers would be to phase out their traditional competitive air freighter 
service, spinning off terminal operations to the forwarders, motor carriers, 

or warehousemen, and promoting containerized belly service. Or, if they wanted 
to continue both belly or freighter service, they could follow a policy of 
accepting cargo tendered only in containers for freighter flights, with the 
combination flights handling belly containers and loose packages. The extra 
handling expenses incurred in the processing of packages would be traded-off 
against the fact that the line haul combination aircraft flight costs would 
be borne primarily or even exclusively by passengers. 

A third low risk strategy for the combination carriers would be 
to submit a proposal to the CAB to pool their freighter operations and create 
a strong all-cargo competitor to Flying Tiger for domestic traffic. The ob¬ 
jective would be to have two domestic all-cargo^carriers with broad route 
authority operating at profitable load factors. 

A fi'rfal low risk strategy for freighter operators would be to 
investigate the possibility of moving transcontinental "route surface di- 
vertable traffic" by rail container, rather than by air. If our estimates 
of costs are correct, rail will have a substantial competitive advantage. 
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Perhaps a ."super forwarder" owned and operated by a consortium of airlines 
and surface carriers could provide the traffic and management necessary to 
insure that the railroads exploit their ability to provide fast service at 
low cost. There will be problems, to be sure, not the least of which is that 
the current level of traffic will support probably only one rail route. 

Yet, if successful * it could mean that domestic air freight would be re¬ 
stricted to emergency and routine perishable traffic by 1980. 

Implications to the Civil Aeronautics Board and D,S. De p artment of Transportatio n 

Many of the issues discussed in this study involve the promotional 
and regulatory policies of the Federal government. Industry structure (entry, 
merger, exit), routes, pricing, and scheduling in the passenger sector directly 
require action by the CAB. An additional function which is crucial to the 
future of domestic air cargo is suggested by the-analysis arid findings of this 
research, namely that a series of alternative scenarios for the industry must 
be developed in sufficient detail so as to guide the carriers, regulatory 
and promotional agencies, and other interested parties in their future 
activities. The CAB and DOT must individually or jointly take the lead in 
providing the environment and support for long range planning. If the in¬ 
dustry continues to rely primarily on individual decisions by a host of 
competitors, goaded by the sales efforts Of the aircraft manufacturers, the 
prospects for financial success seem poor. 

Currently, the CAB has reactivated its study of the air freight 
industry. The emphasis is to be on rates including commodity discounts, 
distance taper, weight breaks, density incentives, etc. Although pricing 
is obviously important, the findings of this study suggest that the in¬ 
vestigation should be broadened to include the fundamental questions of 
industry structure, competition, and economics. 

Rather than an exercise in legalistic maneuvering, one would hope 
that the investigation could provide the setting for the following kinds of 
activities: 





- 13 - 


1) Development of alternative financial futures for domestic air 
cargo using simulation techniques including assumptions as to price, load 
factor, scheduling, equipment selection, costs and load factors of competi¬ 
tive modes, nature of traffic (emergency, routine perishable, routine sur¬ 
face divertible), industry structure, and environmental constraints. 

The cost of this kind of analytical exercise might appear to be 
substantial, yet in comparison with the operating losses to date from freighter 
service, and the prospects of future losses, the true costs would be low. 

2) Provide an open forum whereby the key assumptions underlying 
domestic air freight profitability could be aired in a manner conducive to 
specific actions which could resolve the problems. Too often the various 
forums on air cargo have been either opportunities for the aircraft manu¬ 
facturers to promote a new generation of aircraft, sessions where the "have- 
nots" complain about unfair treatment from the "haves", (e.g., all-cargo 

versus the combination carriers) or sales efforts to woo new shippers. 

Perhaps a series of workshops utilizing presentations, case studies, 

computer exercises and the like, attended by representatives from the air 
carriers, suppliers, and government could bring the issues to the surface 
and contribute to the debate necessary for restructuring. 

Obvious topics would include the future of Air Express, the exist¬ 
ing.air freight forwarders, the railroads and motor carriers acting as the 
"new" air freight forwarders, the role of the all-cargo carriers, strategies 
for the combination carriers, a timetable for the introduction of a new 
generation of freighter equipment, and perhaps most, important, a better feel 
for the future mix of air freight traffic - emergency, routine perishable, and 
routine surface divertible. 

One would hope that the Air Transport Association of America and 
the.major carriers would take the lead in broadening.and structuring the 
CAB investigation in this direction. Otherwise, the regulatory agencies will 
be left in their usual unenviable position of scrutinizing the short term 
decisions, while the long term strategic issues - primarily choice of equip¬ 
ment --go unquestioned. Yet, once the equipment choices are made, it's often 
too late to prevent competitive choas. 
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It will not be easy for this kind of long range participatory plan- 
ning activity to take place. It is not unreasonable to assume that the indivi¬ 
dual airlines within the air freight industry are skeptical that joint planning 
could really succeed. It*s almost a question of ideology. The pragmatic 
behavior of management to date almost assumes from the outset that cooperative 
planning with strong inputs from centralized government are doomed to failure. 

The time for resolution of the problems of the air freight industry 
is running short. One hopes that a new spirit of cooperation will emerge to 
challenge the assumptions of the past and recast the structure and practices 

of the industry for the future. _ . . 

Otherwise, the U. S. domestic common carrier air freight industry 

Will remain frustrated and confused.In the midst of technological Progress 
and traffic growth, profits will be found wanting.. The optimists will look 
to the future for salvation but their hopes will not be realized. 
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Slide 2 


U.S. DOMESTIC AIR FREIGHTER SERVICE 1965-1969 
STUDY CARRIERS , 

OPERATING EXPENSE DEFLATED vs. CAPACITY 
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Slide 3 
FREIGHTER SERVICE 1965-1969 


STUDY CARRIERS 


TRAFFIC Sjj^VICE iLlPRlISE DEFLATED vs. CAPACITY 


SERVICE EXFENSE DEFLATED 
$1958 
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American 
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Flying Tiger 
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Other Carriers 
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CUMULATIVE PROFITS BEFORE TAX 1965-1969 
and INVESTMENT IN AIR FREIGHTER OPERATIONS 1969 

STUDY CARRIERS 


American 


United 


TWA 


Flying Tiger 


Air Freighter 
Operations 

Cumulative Profits 
Before Tax 1965-69 

($Million) 


Net Investment in 
Scheduled Air Freighter 
Operations 1969 

C$Milllon)__ 


$3,022 $10A.^t 

-6.981 $142.2 

.* 

-18.530 $54.7 

-4.679 ' $ 54 * 8 


Source: CAB 


Net Investment includes working capital, flight and ground equipment, 
investments and special funds, long terra prepayments, developmental 
and pro-operating costs, and unamortized discount and expense on debt 



I 
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Slide 5 * 

\ 

COMPARATIVE OPERATING RATIOS i, 
RAIL * TRUCK * AIR FREIGHTER 
SELECTED YEARS 


( 

o 


u. S. Railroads 

Class I and II Motor Carrier 

Air Freighter Operations: 
American Airlines 
United Airlines 
Trans World 
Flying Tiger 


High 

Profit 

Year 


Low 

Profit 

Year 


.7618 

(1966) 

.8118 

(1970) 

.947 

(1965) 

.962 

(1970) 

.8875 

(1966) 

1.095 

(1969) 

.970 

(1967) 

1.136 

(1965) 

1.127 

(1968) 

1.196 

(1965) 

.871 

(1966) 

1.160 

(1968) 


Sources: 


Association of American Railroads, Yearbook of Railroad Fact_s_ 

& Figures •1971 * 

American Trucking Association, American T rucking Trends— 1970-71 
CAB, Form 242. 


O 
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COMPARATIVE CAPITAL PRODUCTIVITY 
TRUCK, RAIL, DOMESTIC AIR FREIGHTER SERVICE 

1969 


• 

($Billion) 

Operating 

Revenue 

($Billion) 

Net Investment 
in Operating 
Property 

Ratio 

Revenue to Ret 
Investment in 
nporatinc Property 

Class I & II 

Truck 

$ 7.339 

$ 1.670 

4.39 

Class I 

Rail 

11.451 

27.734 

.413 

American Airlines 

$ .053 

$ .098 

.541 

TWA 

.032 

.045 

.711 

United 

• *070 

.114 

.614 

Flying Tiger 

.022 

.043 

.512* . , 


Sources: 

American Trucking Association, Trucking Trends* 

The American Rai lroad Industry, A Prospectus (ASTRO) t 1970, 
* 1 " r . « 

CAB, Form 242. 
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Slide 7 


PERCENTAGE CHANGE FROM PREVIOUS YEAR 
SELECTED OPERATING AND FINANCIAL STATISTICS - STUDY CARRIERS 
SCHEDULED ALL CARGO SERVICE 1966-1969 


Carrier t Year 


Capacity 

Traffic 

Opev. 
Revenue 

Opcr. 

Expenses 

Profit 

Before Tax 

American 

1966 

1967 

1968 

1969 

•165% . 
17 

29 

4 

+57% • 

5 

25 
- 4 

+53% 

- 5 

29 

- 2 . 

+43% 

4 

32 

4 

j 

+251% 

• - 73 
- 75 

NM 

United 

1966 

1967 

1968 

1969 

+27% 

65 

49 

37 

+35% 

63 

37 

24 

+48% 

53 

25 

25 

+31% 

48 

28 

38 

NM. 

NM 

-41 

NM 

Trans World 

1966 

1967 

1968 

1969 

+ 4% 

71 

23 

12 

+15% 

47 

23 

13 

+19% 

38 

23 

17 

+15% 

42 

16 

22 

NM 

NM 

NM 

NM 

Flying Tiger 

1966 

1967 

1968 

1969 

+31% 

9 

7 

18 

+33% 

- 4 

2 

5 

+36% 

- 8 
- 1 

5 

+21% 

15 

6 

2 

+763% 

NM . 

NM 

NM 


Note; All percentages are rounded to the nearest percent 

American Strike 27 Feb. - 19 March 1969. 

TWA and United on strike 43 days in 1966. 


NM: Not Meaningful 
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Density Basis 


AIR 707 Weight Basis 


Density Basis 
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COMPARATIVE LINE HAUL COSTS per AVAILABLE TON MILE 
AIR * TRUCK * TORC 

TRANSCONTINENTAL SERVICE 1975 
@ Varying Cost Increase Factors 


3*4 5 


10 11 12 


it 111 fm 


> rrn 


xznzzm 


ZZZ/- 




Annual 
Cost 
Increase 
Range /Tear 
1969-75 

3% —’*• 10% 


3 % —'>- 10 % 


3% -*• 8% 


3% —^ S% 


3% —> S% 


3 %—> 8 % 


747F . Weight Basis 

Density Basis 


RAIL - TOFC 


form 




■; ,, 2 3 a 5 * » . • » io ' *. 12 13 14 

' “ „„ carco with on-board densities of 8.6 lbs./cubic foot. 

Notes: EZ3 Air Density Costs are based on Cars £ < of 15 . 3 lbs ./cubic foot. 

ETT3 Truck Density Costs are based on Cargo with on-ooard densities 15.3 

v , r „ roQ , Ti . h c^-Loard densities of 14.6 Ids./ cubic foot. 

■ HZ 1 Rail Costs arc based on Cargo rfi.n c.. coam . 

O ▼ Indicates most likely value in 1975, U- 


5.5%- 

















Y OF THE ORIGINAL PAGE IS POOR. 


REPRODUCE 1 


Slide 9 


revenue productivity or freighter aircraft 
COMPARED TO 0R1CINAL COST 


RATIO 

Revenue Potential 
to Original Cost 
100 Load Factor 


Year 

•f 

Ori* 

Coat 


RHPEKUE POTENTIAL 
100% Load Factor at 
Yield/Rev. Ton Mile 

?0c I 15C I 12C 


Mil. 

ATM/ 

Year 


Type of 
Aircraft 


nd Prices (1970) 


inal cost data fron Lloyd’s, Aircraft Types 
include allowance for spares, 
i milea/vear derived from several published sources, 
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! OF A MARKETING MAT! 

Nature 

Emergency 
(Unplanned) • . 

(Entries in 

Low 

lix TO AIR FRE1CUT 

of the Traffic 

Routine 

Perishable 

(Planned) 

dicate degree of sign 

Medium 

Routine 

Surface 

Divertiblc 

(Planned) 

ificance) 

High 

Airline or Trucker 

Pick Up & Delivery 

Medium 

Customer 

Delivers 

High 

High 

Speed 

High 

High 

Medium 

•’’racing 

Low - 

It can't afford 
to get lost 

Low - 

It can't afford 
to get lost 

High 

Territorial Coverage 
* by Individual Airline 

rV 

Low 

Medium 

High - 
Wants full 
coverage 

KJ _ _—-—— - — 

Availability of : 

Capacity from 

Specific Airline 

Medium - 
Usually space 
for emergencies 

High 

High 

Information on 
"Total Cost Approach" 

Low 

Low 

High 

Responsiveness of 

Total System 

High 

High 

Medium 

Response by the 

Air]inc 

Pricing 

(Entries i 

High 

ndicate nature of pel 

Medium 

icy) 

Low 

Type of Equipment 
for Shipment 

Belly 

Belly 

or Freighter 

Freighter 

Personal Selling 

Social* 

Social- 
.Tcchni cal 

Technical* 

, Schedules 

o 

Passenger 

Passenger or 
Evening Freighter 

Evening 

Freighter 

Promotion 

Schedules and 
Service Area 

Schedules, Price 
and Markets 

Total Cost or 
Profit Anjlysis 

* Suti.il shills include ma: 
lochuic.il skills include 

Ittuiniur. favorable !«*•. supplyi.* ^ 

irainlni: in IubIuUcs analyiijr. InwWto ‘>f can.u.i 
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STRATEGIC ALTERNATIVES 
’ t ure of Strategic Decision 


1. Carriers of 
icese packages 

2. Carriers handling a wide 
range of general commodities 


Versus 


Versus 


3. Carriers generating gfccvth 
from, a.ir oriented 
commodities 

Versus 

A. Carriers who view freight 
' a byproduct of the 

passenger business 

Versus 

5. Carriers offering 
scheduled service 

Versus 

6. 'Carriers with direct 
customer contact 

Versus 

7. Carriers offering line 
haul service only 

Versus 

3. Carriers only in the 

transportation business 

Versus 

9. Carriers with the 

Versus 


operations using 
rectangular containers 

10. Carriers experiencing 
high growth rates 
c.g. 1SZ-2QZ per year 


11. Carriers willing to bear 
bosses pending the 
development of a new 
ge-.v-ation of aircraft 


Versus 


Versus 


FACING TEE U. s DOMESTIC AIR FREIGHT INDlSix.Y 

Measurement 


Carriers of containerized 1- 

freight 

Carriers specializing in 
particular kinds of traffic 

Carriers diverting commodities 3. 
front surface transportation 

Carriers who view freight 4 

as a primary activity 


Carriers specializing in 
non-scheduled service 

Carriers dealing through 
intermediaries 

Carriers offering door-to- 
door service 

Logistics companies both 
transporting and storing goods 

l 

Carriers utilizing a 
containerized technology 
unique to the airline 
industry 

Carriers experiencing growth 
rates more typical of the 

transportation industr> 

e.g. 4Z-8Z per year 

Carriers that price 
realistically 


Percent of shipments and 
tonnage that is containerized 

The percentage distribution Oi 
tonnage and revenue by commodity . 

Percentage of shipments and revenue 
which iz emergency, planned perisnable 
and routine surface divcrtible 

Percentage of traffic earned on 
freighters and pricing policy based 
cn freighter or combination service 

Percentage of flights which are 
scheduled . i 


6 . 

7. 

8 . 

9. 


ro 

<J\ 


10 , 


11, 


Nature of marketing expenses 

Percentage of shipments handled 
door-to-door 

Percentage cf operating revenue 
generated from transportation 

• 

Investment in ’’jumbo” freighters 
plus percentage of shipments, tonnage 
and revenue associated with 
rectangular containers 

Growth rates of shipments, tonnage 
and revenue 


The use of "profitability lead 
factors," operating ratio and 
ROI data 


FOOTNOTES 



\ M Eckard, Air Cargo Growth Study MRS-49, Marietta, Lockheed-Georgia, 

1965 p. 63 and 1T-I)nun las. Advanced Cargo Sy^tem_R|Q^ C -101- 

lcm’i i nnn nparh 1969 d 27. The reader should be av.are of the dis 

planis°Sre e aircr,ft C wh1ch r carry e fre1ght a only a as°contrasted"with e comb1nation ' 

aircraft which carry passengers and belly cargo. fre ^ u J, l> an ^ carriers 

including b Flying C Tiger at Seaboard a ilorld l [ 9 and a Airlift International provide 
scheduled certificated all-cargo service in freighter planes, as well as 
passenger and freight service under charter. 

2in view of the fact that there is vigorous debate as to the true ^ 

ability of belly cargo (see Frank M. Lewis, Is Belly Freight Profitable. , 
Transportation Research Forum Proceedings Twelfth Annual Meeting, Oxford, 
Richard Cross, 1971), the domestic freighter losses raise questions as ,o 
the over-all profitability of U.S. domestic air freight. On the other hand, 
'there are also disagreements as to the validity of the CAB formula for c °* ting 
freighter service. But in the absence of other published data, it must be 
assumed that despite a variety of strategies, airline managers have not suc¬ 
ceeded in producing substantial profits from freighters, and perhaps even 
from total air freight. 

3 "Airline Economist Gloomy on Cargo Traffic Growth: Sees Passenger Upturn , 
Traffic World, dune 21, 1971, p. 16. 


4 Irving Saginor and David 3. Richards, Fo recast of Sch eduled Domestic [\jr_ 

Cargo for the 50 States, 1971-1975 , Washington, CA3, 197 . 

international Air Transport Association, TATA Financial and Economic Studios 
Subcommittee, Economics of Ai r Cargo Carriage and Service , Montreal, by the 
Association, f969, pp35~. 

6 Within the past few years, several major truckers and railroads have been 
granted authorization to experiment as air freight forwarders and two air 
freight forwarders have been permitted to operate as surface forwarders when 
carrying traffic having a prior or subsequent movement by air (see 3JS ICC i ) 


7Perhaps a reconstituted Airlift International could serve as the nucleus for 
the strong all-cargo competitor to Flying Tiger. 

® For a sumnary of a study of transcontinental container trains linking a 
national v/arehouse system see, Jack W. Farrell, "Domestic Containerization 
A Possible Breakthrough?", Traffic Management , duly, 1971, pp. o5-o7. 
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Abstract 


Commuter air carriers operate in what approaches a 
free market environment. Unlimited market entry is permitted, 
and there is no chance for subsidy. Hie commuters are transi¬ 
tioning from scheduled air taxi services to miniature local 
service airline operations. There is pressure for relaxing 
capacity and weight limitations so that markets inherited 
from the regional carriers can be profitably served. Profits 
are sought in longer hauls and denser markets. 

When serving the low—density markets, the cost of 
establishing successful routes and purchasing aircraft 
severely tries the capital resources of these small corpora¬ 
tions. The traditional business oriented feeder operations 
involve services over less than 200 miles with very small 
aircraft. Costs must be cut to the bone. 





1. The Market for Commuter Air Service 

Commuter air carriers serve short haul low density air trans¬ 
portation needs. In 1971 they carried 3% of the domestic passenger 
trips while generating .33% of the passenger miles. The average 
length for a commuter passenger trip is only 90 miles. For the 
trunk airlines this figure is 800 miles. 

Commuters today provide air service to approximately 200 cities 
that would otherwise do without. They carry mail and freight as well 
as passengers. 

90% of the commuter business is under 200 miles. This short 
haul market is difficult for air transportation. At short trip lengths 
the cost of initiating the journey - the cost of ticketing, boarding, 
baggage handling, and taking-off - dominates the economics. Neither 
cruise speed nor cost per mile is as important as per trip costs. 

The other important item in short haul travel is the schedule 
since nobody is going to wait two hours for a half hour flight. Thus 
the frequency of service must be high. 

In order to match the ruthless requirements of the short haul 
market the commuter air carriers run a simple transport service. By 
straight forward operations they are able to keep costs down to $5.50 
per passenger boarding plus 9d per passenger mile. For comparison 
trunkline costs are twice as high per boarding, but half as high per 
mile. As a consequence commuter service is cheaper for trips under 
150 miles. 

The commuters also keep the frequency of service up. Their market 
are extremely small, but by using aircraft with capacity between 5 and 
19 seats a satisfactory frequency can be maintained. 

By keeping costs down and frequencies up commuters enter a market 
that is dominated by automobile travel. With luck a small percentage 
of the automotive passenger flows divert to commuters. 

















FARE STRUCTURES FOR COMMUTER AIRLINES AND TRUNKS 
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This is particularly likely if the passenger is making a longer 
trip by air* 80% of commuter passengers are connecting to other 
flights. There is also an advantage if the trip is over water; the 
Bahamas and the Virgin Islands have considerable commuter service. 
Commuters, therefore, serve feeder markets or provide access to remote 
vacation areas. In general they carry only a small fraction of the 
passengers travelling. What percentage or how many people ride the 
cbmmuters is strongly dependent on the special characteristics of each 
market. Commuters consider 20 passengers a day sufficient for profitable 
service. 

2* Commuter Aircraft 

It is the nature oi: a short haul'market to have dramatic variations 
in traffic during the day or week. These traffic flows are directional - 
one way in the morning, the other in the evening. The shortest travel 
market* the automotive rush hour, is similar. In such a situation a 
public transportation system is flying aircraft full one way and empty 
the other. Also vehicles are busy at nine in the morning and six 
at night, but idle in between. The problem is particularly acute for 
commuters where it forces low load factors and poor utilization. 

As a consequence the aircraft used by the commuters have special 
requirements. Because of the low utilization, the aircraft must not 
be expensive to purchase. capital ownership costs are important. The 
corintiuter carriers pay high interest. rates on their borrowed, capital, 
when they cah get it. Because of the directionality of the market the 
aircraft must break even at very low load factors. The cost of flying 
around empty must be low. 

In exchange for these two requirements commuter aircraft operations 
are not so sensitive to speed or DOC (Direct Operating Costs) in cruise. 
Short trips are made at low altitudes, so there is little need for 
pressurization. Nor is. cabin comfort as important as it is on longer 
rides . 




►3* 


Trip Time for a Short Haul Trip 



Trip Cost for a Short Haul Trip 
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A number of light twin aircraft are used by the commuters. Four 
of the most popular made today top the list in table 1. The sleekest 
is the Beech 99 with retractable gear and a high cruise speed. The 
other work horse is the DeHavilland Twin Otter. This aircraft has 
fixed landing gear and a high wing with struts. Nevertheless it is 
quite successful for short haul air operations the world over. For 
comparison table 1 also includes a variety of larger and more modern 
aircraft designed for the same short haul air market. 

Since financing is difficult to find, the commuter carriers, like 
under-capitalized countries, prefer used aircraft to expensive new ones. 
In the short haul market., cost means more than time. 


3. The Commuter Air Carrier Industry Today 

There are between 100 and 150 commuter air carriers in existence 
today. In January of 1962 there were only 12 companies carrying mail 
or offering mote than 5 round trips per week between two cities. The 
growth of the industry in recent times has produces 50 more or less 
permanent corporations who today do 90% of the commuter business. The 
remaining 50 to 100 companies are air taxi operators who get in and 
cut of the commuter business as time and fortune permit. 

This transience, which seems strange to the air carrier industry 
as a whole, is encouraged by the unregulated nature of the commuter 
industry. The commuters operate in a free market with unlimited route 
entry and exit and no fare regulation. They file little or no in¬ 
formation with the Civil Aeronautics Board (CAB) or anyone else, and 
in no way can they receive federal subsidy. The only rule is the 
12,500 lb. weight limit. 

This weight limit allows commuters to operate without CAB cer¬ 
tification with any aircraft under 12,500 lbs. gross weight. This 
limit also coincides with a break even point in the Federal Aviation 
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seats 


piper Aztec 

5 

Cessna 402 

9 

Beech 99 

15 

Twin Otter 

19 

Swearingen Metro 

19 

DC-3 

25 

Falcon 20T 

^2 

YAK-40 

32 

VFW 614 

40 

Convair 440 

44 

F-28 

70 

B727-200 

163 

DHC-7 

48 


cost 

(000) 

speed 

ranqe 

$ 113 

210mph 

700mi 

$150 

190 

700 

$ 455 

284 

500 

$ 550 

210 

700 

$ 600 

390 

500 

$ 40 

190 

1500 

$2400 

520 

854 

$1500 

342 

1000 

$3000 

450 

400 

$ 50 

289 

1300 

$4000 

510 

510 

$8500 

568 

1300 

$2000 

280 

1280 


qross wt. 

in use *71 

5,200lbs 

74 

6,300 

37 

> 1 « • • 

ioUoo 

82 

12,500 

51. 

12.500 

0 ( +2 ) 

24,500 

’ 5 (+3) 

30,865 

o’ 

35,300 

• t * 

0 

41,000 

o' 

48,000 

3 ’ (+2) 

65,000 

"o' 

• i.t. »• .it * 

180,000 

0 

38,500 

0 





TABLE 1 SOME AIRCRAFT FOR THE COMMUTER MARKETS 
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.Administration (FAA) definition of equipment and pilot requirements. 

The freedom from constraint when operating small aircraft 
dates back to 1952. It was felt that the air taxi operators should 
given the freedom to seek out new markets or to serve markets of 
small profitability to the airlines. The lack of control over routes 
and prices was essential to such experimental activities. These 
activities strengthened the overall air industry. The weight limit 
served to restrict air taxi operations to equipment noticeably less 
magnificent than the standard local service airliner, the DC-3. 

For a period of 15 years the third level air carriers either 
made it or went broke operating feeder service from smaller cities 
and providing access to remote areas for vacation travel. For the 
most part, these were small operations associated with a fixed 
base operator*. These mama papa airlines were called scheduled air 
taxis. 

In the last foUr years the picture has changed. The commuters Still 
serve the same markets - feeder and vacation access travel - but the 
air taxis have become miniature airlines. 

At present there are three types of commuter air carriers. The 
most mature cire really commuter airlines. 

The commuter airlines are in the third level business for good. 

They do not want the CAB in their lap. They operate a no frills 
transport service; government paperwork would kill them. "Biis service 
with an aircraft", one man called it. 

Perhaps 30 of the 50 largest commuters fall into this highly pro¬ 
fessional category. Their managements are aware of the cost structure 
of air transportation and sensitive to the importantce of the fre~* 
qu4ncy and timing of service. They Use simple unpressurized aircraft 
to keep operating costs, particularly time and flight cycle, costs, 
down. Siich operations could not support the highest airline comfort 






i 
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i t 

or speed standards. Similarly, viable operations keep boarding 
and ticketing costs down to $2 a head. Trunk airlines spend $7 to 
$ 8 . 

What these commuter airlines offer is a new style of air travel, 
a style particularly suited to markets with ground competition: 
offer a service with emphasis on schedules. 

Typically these miniature airlines build a route structure around 
feeder service to a large metropolitan area. For example. Executive 
^li-Iines feeds Boston 1 s Logan International and Golden West feeds Los 
Angeles and San Francisco airports. The route maps are presented 
in Figures 1 and 2. 

The other half of the large commuter air carriers is on a different 
tack. These companies want to become certificated air carriers as 
soon as they can develop their markets enough to justify CAB route 
C. awards. Route protection is desired. The commuters can reduce their 

capital investment and increase their airline imagre by purchasing 
used Convair 440's and DC-3's to replace their fleets of smaller light 

planes. 

Operations of this sort can be built on the exploitation of a 
single market. Usually the market is one which might justify airline 
service, but which has one or both terminals off the established 
airline airports. Remember, half of the communities served by commuters 
receive no certificated service. 

For example, Wright Air Lines is making a business out of the 
downtown Detroit to Cleveland market. In a more developed route network, 
Joe Mackey is establishing his second airline in the Bahamas, having 

sold his first to Eastern. j 

The third and last type of commuter air carrier is the old 

scheduled ai r taxi service. In remote areas the 15 seat Beech 99 and 

£" . 

the 19 seat DeHavilland Twin Otter are too big and expensive to serve j 
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the thin markets. A five to nine seat aircraft such as the Cessna 402 
can be used to feirry passengers to the state capital or other hub. 
Operations are more economic if combined with charter activities and 
other services of a fixed base operator or flying service. It is 
these low density operations which provide politically important 
links in our national transportation system. They mean a lot to their 
communities. 

All three types of commuter air carriers must borrow to cover 
the capital expense of aircraft and new routes. In total the commuter 
industry has 50% more capital investment in aircraft per dollar of 
revenue than the trunks. This money is often hard to come by. When 
it is available the interest rates can be as high as 10%. A few 
months of poor management can have the creditors closing down the 
service entirely. It is promising to note the relative permanence of 
the larger commuter air carriers in recent years. 

4. Changes in the Regulation of Commuter Air Carriers 

The growth of the commuter industry has caught the governmental 
eye. The first change considered was a relaxing of the 12,500 lbs. 
gross weight limit on aircraft. This is the civil Aeronautics Board's 
restriction designed to prevent competition with the local service 
carriers. Since the typical local service aircraft is now the 727, not 
the DC-3, some change in the limit for commuters seemed in order merely 
to update the requirement. Furthermore a limit on gross weight could 
fbtce compromises with safety and comfort that were not intended. As 
a consequence the dual limit of 30 seats and 7,500 lbs. payload has 
been proposed for commuter air carriers, and is likely to be accepted. 

For the commuters operating miniature airlines this will allow 
the use of larger and more efficient light aircraft. A stretched Twin 
Otter of 14,000 lbs. has already been talked about. The increase in 
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capacity is welcome in busy feeder markets where extra sections and 
back-up aircraft are now used to supplement an already full schedule 

of departures. ? 

For those commuters aspiring to route certification the move to 
obsolescent local service airline equipment is envisioned. Since the 
limit is on seats and cargo weight not aircraft size the smallest 
pressurized airliners could be converted to luxurious accommodations. 
These aircraft currently are a tenth the price of a new light plane, 
so some of the increased DOC is offset by reduced capital charges. 

Lately the CAB is becoming more open to granting exceptions for the 
use of DC-3 ’s or Convair 440's in commuter markets. 

An increase in the aircraft size limitations hss no effect on 

the smaller air taxi services. 

Accompanying the updating of the aircraft the CAB is contemplating 
increased reporting requirements. In 1969 the commuters began to 
file simple traffic, aircraft, and schedule information with the 
Board. There is a possibility that the Board may trade some form of- 
route protection for reporting requirements op finances and costs. . 
Since many of these companies are privately held, this will be thg first 
time much of this information will be known. 

Last of all the CAB is experimenting with a form of ropte subsidy 
which would impact the smaller operators. The CAB will receive bids, 
for guaranteed service between two points over a period of time. Thus 
a commuter will offer to serve market A-B four times daily at a fare.,* 
below $25. for a yearly subsidy of $30,000. » >j 

While the CAB is readjusting its sights, the FAA has. not been , ; y 
idle on the safety issue. Although commuters are four times, as safe 
as other general aviation aircraft, they are still four times as 
dangerous, in terms of accidents per take off, as the certificated 
carriers. Perhaps the most relevant statistic is the comparison with 










1 


- 14 - 


turnpike automotive travel, which has a quarter the fatalities per 
passenger mile. ' The FAA is responsible for aircraft safety, and may 
very will increase pilot and aircraft requirements in the near future. 

Particularly likely is a review of pilot qualifications for 
commuter operation. Pilots with higher qualifications are now 
generally available at increased expense. Unfortunately the costs 
of FAA regulations may upset the fragile economics of some carriers. 

Safety should automatically improve as the commuters move to 30 
seat aircraft, which are more strictly controlled, and as equipment at 
smaller airports is updated. 

5 t ; The commuter's Relationship to the R e gional Air Carrier s. 

Lately there has been a move on the part of the commuter carriers 
to serve routes and markets that earlier were the realm of the regional 
carriers. The regional carriers used to be called the local service 
carriers. The regionals have been buying new and used equipment similar 
to the trunk lines. As a consequence•their shortest and lowest density 
routes can no longer be served economically. They are willing to 
abandon these routes to the commuter airlines. 

What is happening is a giant game of musical airplanes. The trunk 
carriers have purchases long range aircraft and opened up nonstop and 
cross country markets that were previously impossible. Average trip 
lengths grew by a third during the last twelve years. It is the 
nature of both airline economics and transportation demand that things 
get rosier for air service as the distance increases. So the trunk 
lines were delighted to configure themselves to serve longer haul markets 
Meanwhile’the local service airlines were busy buying intermediate 
range aircraft from the trunks. The used aircraft were well suited to 
the higher densities being experienced in the growing air transportation 
markets. The local service carriers became the "regionals” and found 
that they could not serve the thin markets without subsidy. Markets 



that would have outgrown subsidy if served by DC-3's could not be 
profitable using 121's. From 1952 to 1970, 418 points were eliminated 
from certificated air carriers routes. 

Within the last five years the motion at the head of the snake 
has reached the tail. Air taxi operators, people who had an image 
of being tied to one or two routes using the part time services of 
an owner pilot, have moved from 9 to 19 passenger aircraft. They 
now offer reliable service over a route network using a fleet of 
aircraft. Once again profits were found in longer haul higher 
density routes. 

The commuters found a fruitful market replacing subsidized regional, 
carrier activity. 

The Allegheny Commuters are the most highly developed example 
of this activity. Eight commuters serve sixteen markets on Allegheney’s 
behalf. This is how the system works: 

Allegheny wishes to abandon a route it is serving at the minimum level 
allowed by the CAB, two flights a day. In spite of the subsidy Allegheny 
is carrying a loss for the operations. A contract is made with one 
of the local air taxi or commuter operators to replace the airline ser¬ 
vice. The commuter receives a ten year contract. Allegheny provides 
ticketing and reservation services as well as gate service at the major 
airports. The commuter flies Allegheny's colors. He also flies aircraft 
approved by Allegheny — often Beech 99's. The commuter gains a market, 
a public identity, and a permancence that permits financing^ Allegheny 
gains reduced losses plus a high number of transfer passengers. The 
CAB does not have to pay out subsidy. And finally in all cases both 
frequency and reliability of service to the outlying community improves. 

The corner cutting abilities of a small operator are combined with 
the network of a larger carrier very effectively. Attempts by regional 
carriers to duplicate commuter operations are normally hindered by 
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stringent FAA, CAB, and union controls over certificated operations. 

Other airlines have been substituting commuters with less 
formality. For instance Northeast Airlines was able to give away a 
number of routes to Executive Airlines. The CAB permits the 
substitution as long as Northeast guarantees continued service 
should the commuter fail. At least 27 commuters have been involved in 
in direct substitution for regional air service. Some 86 markets have 
been involved. It has been this activity, generally successful on 
all sides, that has moved the CAB to replace the current subsidy 
pattern with putting routes out on bid to the commuters. 

6. Summary 

The commuters are moving from a period of experimental market 
exploration by small air services to a larger more permanent operation 
tailored for the ruthless requirements of a low density short haul 
market. They operate increasing numbers of feeder services to large 
airport hubs. Some are sticking to no nonsense operations within the 
institutional structure of the CAB and FAA requirements. Others are 
trying to grow into certificated airlines. A constant activity of 
smaller companies still provide vital air links to remote communities*. 

The vehicle limitation on gross weight will probably be raised 
and the monitoring and reporting by both the FAA and the CAB increased 
as the commuters' activities grow in importance. 

The commuters are moving to take over the smaller subsidized 
and unsubsidized markets previously served by the regional carriers. 
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When the Congress created the Civil Aeronautics Board in 193^, it 
gave the new creature a series of statutory duties. One of these was to 
encourage and develop . . an air transportation system properly 
adapted to the present and future needs of the foreign and domestic 
commerce of the United States. . . Under that mandate, the Board 
has attempted to meet the problem of providing air service to smaller 
communities at reasonable cost to the taxpayer. Over the years, the 
traditional approach has been to subsidize certificated carriers for 
their services to these uneconomic points. The system generally has 


worked well, and many small towns have air service which would probably 


not otherwise exist. This is a proper national expenditure, in our view, 
In many case's, air transportation is a key to economic survival of the 
communities. 

But, in the last few years the traditional method of supposing 
marginal services does not seem to be working as well as in the past. 

The subsidy bill has been increasing as small community services have 

declined. 

Throughout the late '60’s, the subsidy bill had been going steadily 
down under the class rate formula then in effect. That only tightened 


the vise. As the subsidy bill went down (because of the mechanical 
application of the subsidy formula), the actual need went up. Then th? 
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Board began receiving complaints from the communities and members of 
Congress. Something had to be done. The locals were beginning to feel 
the effects of the traffic fall-off. Their new large equipment was flying 
with more and more empty seats. In an attempt to cut costs, and relieve 
a pretty desperate situation, the carriers naturally reduced their most 
marginal services. They either cut back to a bare minimum, or suspended 
service completely. In some cases, they were able to develop substitute 
services in conjunction with commuter carriers. Mergers followed. They 
are products of bad times, and are symptoms, not answers. 

In December of 1569s the Chairman asked the staff to put together a 
top-to-bottora study, with recommendations on how best to deal with the 
problem of service to small communities. Before the Senate Commerce 
Committee in May 1970, the Chairman testified about the worsening problem. 
He outlined the alternatives which the Board would be exploring. The 
idea was to consider all the possibilities -- including some that could 
completely scrap the existing system. We considered six alternatives: 

1. Changing or abandoning the subsidy class rate; 

2. Seeking a subsidy increase: 

3. Implementing a r.on-Federal subsidy program; 

4. Subsidizing air taxi operators; 

5. Instituting a contract bid system; 

6. Doing nothing. 
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Simply changing or abandoning the subsidy class rate, or increasing 
subsidy funds does not get to the fundamental problem of the inability of 
the certificated carriers to meet small community needs. A non-Federal 
subsidy program has obvious financial problems. Doing nothing, of course, 
leaves us in the unsatisfactory position we're in now. Direct subsidy of 
air taxi operators would probably be the prelude to an expansion of that 
system without really focusing on matching service to needs. 

We found that the greatest promise for better service at a reasonable 
cost to the taxpayer seems to be in a new approach *■- the contract bid 
system. This is a major new departure from the usual Board licensing 
procedures. It is embraced in the bill which the Board put before Congress, 
for a three-year experimental authorization, and is now pending before 
the Senate in S. 3460. Let’s examine the background for a clear under* 
standing of the Board's proposal. 

The Changing System 

The local service carriers were given certificates in the '40's and 
'50's to provide feeder service linking the small communities of a region 
to central hub points. Over the earlier years they generally responded 
very well to the needs of the system. But, air transportation is dynamic, 
and changes have taken place; We're all familiar with those changes. 

First, the local service carriers have been transformed into small 
regional trunklines. Most of their passenger miles are flown on subsidy- , 
ineligible routes between the larger cities of a region. Their smallest 
aircraft are at least double the size of the 21-seat DC-3' S they began 
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with. And they have fleets of jets seating up to 120 persons each. 

Fi nall y, for a variety of reasons, the local service carriers have focused 
their energies on the needs of their higher density markets. The result 
has been that the carriers' service to their smaller points have become 
less responsive to the needs of those co-unities, even while the carriers' 

Subsidy demands have increased substantially. 

No one's to blame for the situation. Yet everyone's to blame. 

Everyone concerned, including the Board, has had a hand in leading us to 
our present position. The carriers wanted to expand their systems, and 
to move on to larger, more sophisticated equipment. The Board gave them 
the route structures to support hig jets. As a result, the carriers 
originally chosen to provide local service to small communities no longer 
have the best equipment for the job, and are turning their interests 
elsewhere. This inevitably shows up in diminished service to small 

communities, and in increasingly high costs. 

The second major change since the certification of the local service 

carriers has been the vast growth of the air taxi smd commuter air carrier 
industry. A major factor here has been the development of efficient, 
iightiwelght turboprop aircraft than car. seat up to 19 passengers. Under 
; Board) regulations, aircraft weighing less than 12,500 pounds can be : 
operated in common carrier air service without a certificate of public 
convenience and necessity. The combination of that regulation, plus the 
new lightweight aircraft, has virtually created a whole new class of 
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carriers. They are unsubsidized. They are not protected in any way frora 
competition by other carriers. They can often provide short-haul service 
to small communities a lot more cheaply than can certificated carriers. 


In a large number of short-haul markets, air taxis and commuters 
compete successfully with the certificated carriers, including subsidized 
local service carriers. In addition, commuter carriers now operate 


scheduled service to over 200 points small enough for cer^i-icafeec 


:arrier 


either to have given them up or never to have asked to serve them 


first place. 

The third change is the expansion and improvement of the nation's 
highway system during the '60's. In this country, as nowhere else on 
earth, the private automobile has become the principal means of short-haul 
transportation. 

The fourth, and very significant change, has been the shift of popu¬ 
lation in rural America, in the plains and mountain states. These area~ 
.need good air transportation. In many cases, it is virtually a matter oi 
economic and social survival. What significant industry would locate m 
an area without good air service? How can we prevent the continuing 
exodus to the overcrowded cities unless there is a sound economic base, 
supported by air transportation, to encourage people not to move to the 
cities? As a matter of national policy, we think these considerations 


should weigh heavily. 

We believe a contract bid system could deal with the changed system. 
It would have a number of important advantages over the current system: 
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1. It would "be more responsive to changing local needs than the 
present approach; 

2. it would more directly relate Federal payments to a particular 
community’s air services than the present approach; 

3 . jt could be provided at substantially less cost to the taxpayer, 
without placing a large new burden on the fare-paying passenger; 

hi It would automatically adjust to take account of changing carrier 

interests and technological improvements; 

5. It would go far to insure that the carrier with the toast 
appropriate equipment, experience, and ability is selected to meet the 
community's needs. It would probably result in greater carrier 
identification with the small community. 

Tiie Experiment 

In rough outline, here's how the experiment would work. Alter 
receiving the views of interested communities, state authorities, and so 
on, in each of several geographical areas the Board would select a number 
of communities to receive the experimental air service by contract. Our 
current thinking is that we'll have to try the experiment in at least 
three different areas, with varying economic and geographical features. 
Necessarily, this will mean some picking and choosing. It's a limited 
experiment we’re talking about.. Once the communities were selected, the 
Board would specify the kind of air service it would support. That would 
include the maximum fare level, the minimum number of flights, and 
minimum aircraft capacity. Interested parties — who could include air 
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taxi operators as well as certificated carriers — would be invited to, 
^submit bids showing how large a Federal payment they would require to 
provide the service. The lowest bidders would be selected, provided they 
were found to be able to provide safe and reliable service. Contracts 
would run for no more than three years, and the existing contractor 
would have no greater rights than anyone else to bid on a follow-on con¬ 
tract. Finally, renegotiation of the contract price would be expressly 
precluded, except to take account of increased costs attributable to 

governmental actions. • 

A contract could not be awarded until the Board determined that- tr»e 
carrier was capable of meeting all the requirements of the FAA and the 
Board as to safety and reliability of operations. We’re not interested 
in buying cheap service at the expense of safety. Marginal operators 

would be kept out. •„ 

| In terms of funding, the bill would authorize appropriations of 
$2,000,000 per year. That level was selected for several reasons: One^ 
is that it is large enough to enable the Board to try out the pontract .... 
method of air service in a number of diverse geographical .areas of the . 
country. A second is that until the Board and air carrier industry become 
familiar with the contract process, it will be difficult to estimate 
accurately what contract prices will actually be bid, 

Air service by contract program should not increase the total. Federal 
outlay for support of small community air service. In fact, the o(ids are 
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that the contract program would result in a decrease of Federal expendi¬ 
tures. Our staff studies indicate that, particularly at the local service 
carriers* slnaller points, Replacement of certificated subsidized service 
by commuter carrier operations under a contract could result in some very 
substantial savings. 

For illustRative purposes, the Board’s staff analyzed the likely 
difference in Federal costs between subsidized operations by a local 
service carrier, on the one hand, and contract operations by a commuter 
carrier, on the other, 1 at six small communities in Colorado, Kansas, New 
Mexico and South Dakota. The analysis indicates that at those six points, 
alone, the Government could save over a half-million dollars per year by 
using the contract method. 

However, we’re not talking about saving Federal money by imposing 
substandard air transportation on small communities. On the contrary, 
we think that the contract approach would lead to air service more in 
keeping with what small communities need and want. Admittedly, air service 
by contract would be on a no-frills, basis. A Twin Otter or Beech 99, for 
instance, isn't as big or as comfortable as a Convair 580 or Fairchild 
F-227* But they're reliable, suited for smaller airports, and capable of 
being operated at lower costs than larger aircraft. More importantly, 
we think that in most instances carriers providing air service by contract 
would operate more flight frequencies on schedules better attuned to 
community travel patterns* This has been our experience with replacement 
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services now in progress. On the short-hops, which ere characteristic of 
small community service, more flights' at better times are likely to Out¬ 
weigh the extra comforts of large aircraft service. That's probably a 
major reason why traffic has increased in markets where certificated 

carriers have been replaced by third level carriers. 

It is important to recognise that the proposal has close relatives 
throughout the existing small community air transportation system. For 
instance, at a variety of points,' air taxi and commuter carriers are 
today providing air service under contract with certificated carriers or 
with Government agencies. The Board's proposal, in other words, is an 
evolutionary one that is based, to a significant extent, on present day 
experiences and practices. 


What Next? 

We have had one hearing before the Senate Commerce Committee on our 
proposal. Our bill is pending there, but no action has yet been taken 
on the House side. We have the general support Of the Office of Management 
and Budget and the Department of Transportation for our proposed experiment 
Criticism of our proposal has been fairly light. There -s some 
eern over safety of small aircraft. But we have specifically provided 
that the Operators must meet FAA safety standards to qualify as bidders, 
some of the commuter carriers insist that route protection is necessary 
to insure success. We feel differently. Any successful bidder has an 
automatic advantage hy reason of the financial support he gets. Obviously 
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at marginal points, which cannot even support one carrier, this is an 
overwhelming advantage. Furthermore* route protection and vested rights 
simply take away the incentive to match service to needs in this kind of 
proposal. Finally, some local service carriers may feel that the contract 
system would deprive them of necessary subsidy funds. Our answer to that 
is thht the impact would be very minimal. The proposal itself is for & 
limited experiment, costing about $2 million a year in total. Even if 
the system were expanded, though, the overall impact would be fairly 
small. But the most important point is that, to the extent the current 
system has flaws, we should try a new and possibly better approach. In 
short, the time has come to discard tradition for tradition’s sake, and 
to see whether there simply isn’t a better way. 
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THE SHORT-HAUL AIR TRAVEL MARKET 
— EVALUATION OF NEW FORMS OF SERVICE 


Presented by 
David A. Couts 

Charles River Associates Incorporated 


Introduction 

What I want to discuss in this paper are some 
important but neglected aspects of the demand for air 
travel and an approach for incorporating them in evalu¬ 
ations of new services. The approach as described here 
is being used to evaluate the market for SiOL aircraft 
in the 1980 's but it could just as well be used to 
evaluate the market effects of schedule changes, equip¬ 
ment changes, new routes, and so forth, if certain 
basic data relating these changes to demand are avail¬ 
able. A most, important change in the market which is 
likely to take place in the next fifteen years, and 
which is already underway, is the increasing availabi¬ 
lity of alternative airports in major cities, and I 
will show how the effects of this change and its market 
implications may be evaluated. 
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A distinctive characteristic of the approach is 
that it requires no elaborate network simulation model 
— the evaluations are made for city-pairs. Obviously 
an airline must make a final evaluation of any major 
service change in the context of a network, but it is 
extremely difficult to parameterize a network model so 
as to obtain realistic estimates of the demand response 
to service changes* The more elaborate a model, the 
more assumptions must be made in constructing it, and 
the less is the ability to represent the effects of 
service changes, especially changes not anticipated 
when the model was formulated. Therefore the fact that 
the approach is not based on a network model requires 
no apology. The network implications of the analysis 
can be considered after the main findings are obtained. 
It would not be surprising if, in some cases, an inci¬ 
dental conclusion from examining the network implica¬ 
tions were that changes in the network are required. 

Determinants of Demand 

Demand for intercity air travel is likely to 
depend on characteristics of travelers, their reasons 
for travel, the origins and destinations of their trips, 
and the characteristics of air travel and alternative 
modes of travel. There has not been a detailed survey 
of the characteristics of intercity travelers and their 
travel behavior. What data are available give a very 
incomplete description. They consist only of a contin¬ 
uous 10 percent ticket sample, several airport surveys, 
and a few passenger surveys in which essential 
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information 
cess of com; 
attempt to d 


.was either not obtained or lost in the pro- 
iling the survey results. None of these 
.btain and preserve data on' the complete 
trip made by' individual travelers, that is, the door- 
to-door tri if. Thus, to piece together a picture of air 

travelers a:d trips required some speculation. 

i 

Two obiious characteristics of alternative means 

of travel are speed and fares. It seems from empirical 
/ ** 

studies that while these are important, their effect on 
demand is in their contribution to the total door-to- 
door times and costs of trips. It has been found, too, 
that demand is more sensitive to trip time than to cost. 

It is possible that demand is more sensitive to 
some elements of travel time than it is to others. For 
example, the frequently heard complaint, "I spent more 
time driving to the airport than on the flight," may 


reflect a greater demand sensitivity to access time 
than to line-haul time. It is also possible, indeed 
likely, that demand is sensitive to other characteris¬ 
tics of air trios such as stops and transfers. While 
these possibilities exist there has been no systematic 
investigation to test them and measure the demand 
responses. We must be satisfied with the assumption 
that a service which provides shorter door-to-door times 
than is provided by existing air services would have an 
advantage, other factors of the service not related to 
travel time being similar. 

Other aspects of service that are likely to be 
important are frequency of service, safety, and relia¬ 
bility. The effect of frequency has been investigated 
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as a "schedule delay." 1 If a traveler must depart ear¬ 
lier than he would prefer to, because the next flight 
would cause him to arrive later than he wishes at his 
destination, then the time between actual departure 
time and preferred departure time is the schedule delay. 

It was found that schedule delay had a definite effect 
on demand and was treated as part of door-to-door tra¬ 
vel time. We have no information on whether or not the 
sensitivity of demand to schedule delay is the same as 
sensitivity to total door-to-door travel time. We 
shall assume it is the same. 

The effects on demand of safety and reliability- 
have not been estimated. We shall assume that STOL 
and CTOL aircraft will be equally safe and reliable. 

Congestion is an important characteristic of air 
travel. It is the cause of delays that contribute to 
door—to-door travel time (although, as before, the 
demand sensitivity to delay may not be the same as the 
sensitivity to total travel time). We must consider 
delay both in the air system, in ground access, and in 
terminals. 

The short-haul air travel market is primarily a 
business travel market. A person making a short-haul 
trip on business will generally wish to depart from 
home in the evening or in the morning, early enough to 
spend several hours at his destination, and return home 
on the same day; or, if his trip is for more than one 

1 Demand for Intercity Passenger Travel in the Washington 
Boston Corridor, Systems Analysis and Research Corporation, 
Boston. 





day he will wish to spend several hours at the destina 
tion city on the last day before returning home. In 
either case he will probably depart from his home 
rather than from his employment location, and will wish 
to return in the evening directly to his home rather 
than to the location of his employment. 

Thus, the most convenient airports for originating 
short-haul trips will be those easily accessible from 
residences. The most convenient destination airports 
for business trips will be close to business establish¬ 
ments . The median annual income of air passengers tra¬ 
veling on business is high, $16,000 to $18,000. Clearly 
originating airports should have good access to middle- 
and upper-income residential areas. While actual des¬ 
tinations may not all be close to the business district 
of a destination city, many of them are likely to be, 
and therefore a city center airport could be convenient 
as a destination airport. On the trip home, a business 
traveler would probably want to retrace his steps, 
departing from the city center airport (i-L such exist) 
and returning to the suburban airport close to his home 
where he may have left his par or where his wife can 
meet him conveniently. 

While demand is sensitive to differences in travel 
cost, not all the cost consists of fares. Easier access 
might be less costly, as well as less time-consuming 
and, if so, would be an additional advantage of the ser 
vice. However, even if total cost increased, either 
because of increased access cost or higher fares, the 
combined effect of time and cost could still make a new 
service attractive to passengers. The implication for 
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serv ic : e frequency and other aspects of service are 
obvious. Passengers may be assumed to weigh together 
all the characteristics of the door-to-door trip, and 
not to base travel decisions on a single attribute of 
the service. 

Approach 

The approach uses an air route time and fare model, 
a city model, and a demand model. The air route time 
and fare model includes simplified flight profile formu¬ 
las for CTOL and STOL aircraft, but is otherwise quite 
conventional and need not be described here. The city 
model will be described in outline and the demand model 
will be described in more detail. 

The City Model 

We wish to explore the effect of introducing new 
services based on airports other than the existing 
major airports. For this exploration it will be neces¬ 
sary to make assumptions about the locations of airports 
and the spatial distribution of trip origins and desti¬ 
nations so as to estimate access times and costs for 
both the new and the existing services. I shall des¬ 
cribe the assumptions in terms of a hypothetical, 
idealized circular city, although an actual city would 
do just as well. This idealized city consists of a 
central business district 3 miles in diameter, a ring 
of inner city zones 10 miles wide, and an outer ring 
of suburbs, also 10 miles wide (see Figure 1). All 
except the central zone have been further divided into 
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four sectors. Thus, there are nine sectors in the city. 
Sector-to-sector travel between cities will be a func¬ 
tion of the population, income and employment in the 
zones as well as door-to-door travel time and trip cost. 

By locating STOL-ports and conventional airports 
at various points throughout the hypothetical origin 
and destination cities a variety of route configura¬ 
tions and new services can be tested ranging from con¬ 
ventional aircraft operating from suburban airports, to 
STOL aircraft operating from special STOL-ports in a 
variety of direct and indirect route configurations. 

The existing large conventional airport hcis been arbi¬ 
trarily assumed to be located at point C in Figure 1 
while short-haul airports, either CTOL or STOL, may be 
located at any or all of the other lettered locations 
— except A, which is assumed to be suitable for STOL 
only. It is assumed that STOL aircraft can operate 
from conventional airports but that conventional air¬ 
craft cannot operate from STOL-ports. 

Residential and employment density distributions 
were compared for several medium and large cities and 
were found to be sufficiently consistent to be used in 
calculating numbers of households (with incomes above 
$10,000) and the numbers of employees in each ring of 
the hypothetical city. A rough check of the results 
was made by comparing the city with Boston. Figure 2 
shows the hypothetical city superimposed on a map of 
Boston. Quite a close correspondence was obtained when 
it was assumed that population and employment are zero 
in sectors 4 and 5 and that the population and employ¬ 
ment of sector 1 is only 75 percent of that calculated 
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for the hypothetical city. The correspondence might 
have been further improved by adjusting the radios of 
sector 1 to represent the actual size of the Boston CBD. 

The city model is also used to generate airport 
access times and costs. Time and cost were calculated 
for access to each airport from each sector on the basis 
of a set of assumptions about automobile speeds and 
costs, and the costs and times of using taxis, airport 
limousines and rental autos. The traveler's own auto 
was considered as an alternative only in the origin 
city and rental auto was considered only in the desti¬ 
nation city. Parking costs and waiting times x-zere 
assumed where appropriate. 

The Demand Model 

The obvious effect of introducing any of the ser¬ 
vices we wish to evaluate is that many trips would then 
be made x^ith shorter access times and lower access 
costs. Simply adding a new airport has this effect. 

Of course, other aspects of a new service may be so 
inferior to the existing service that the access advan¬ 
tage is insufficient to affect demand. This is part of 
the question to be answered in the study. But in view 
of the great importance of access which represents 
about as much time as the flight for many trips, the 
models were formulated so as to demonstrate access 
effects clearly. Thus, the demand model is formulated 
as 81 separate demand functions representing demand for 
travel from each of the nine sectors of the city of 
trip origin, to each of the nine sectors of the city of 
trip destination. 
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It is useful to consider trips as round trips from 
the origin. The purpose of a trip and its destination 
are obviously closely related to the origin, purpose, 
and destination of the return trip. In the absence of 
more detailed information on the actual origins and 
destinations of trips we will assume that they all ori¬ 
ginate at travelers' residences. We will assume that 
destinations are distributed according to the distribu¬ 
tion of non-farm employment which may be appropriate for 
business trips but is not necessarily a very good assump¬ 
tion for other trips. Since the direct demand elasti¬ 
cities with respect to time and cost for air travel 
are indicated to be similar for various trip purposes 
we shall assume that all are the same as for business 
trips. Thus, in effect, we are assuming that all short- 
haul air travel demand is like the demand for business 
trips. This assumption can be modified, but it is cer¬ 
tainly applicable to the large proportion of trips that 
are business trips, and it is not obvious what better 
assumption would be representative of other smaller 
fractions of the market (the various kinds of personal 
trips) . 

The demand model we shall use is a constant elas¬ 
ticity model. This choice is taken because it permits 
elasticities estimated in air travel demand studies to 
be used directly, because it has behaved satisfactorily 
previous demand studies, and because no other type of 
model has been found to be superior. We do not suppose 
that another model will not be found to be better when 
true origin-destination data become available for ana¬ 
lysis, but for now the constant elasticity assumption 
is at least as good as any. 
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The demand model is: 

V 71 1 n y 11 P 
D . . - K f.. t.. Y.P.E • 

%3V -ir tr jr 

The variables are as follows: 


n 

k 


V tp 

t. ] 

J %3KY ^ t 7 kv 


( 1 ) 


D 

f 

t 

Y 

P 

E 

K 


- demand for air trips; 

= trip cost (door-to-door) ; 

= time (door-to-door); 

= family income; 

= population with family income > $10,000; 

~ non-farm employment; and 

- a constant. 

The subscript i. denotes a sector in the origin city, j 
denotes a sector in the destination city, k denotes a 
li- ne haul mode other than air, and y denotes a time period. 
The index rj denotes a direct demand elasticity. The index 
y denotes a cross elasticity, that is, the sensitivity 
of demand for trips by air to cost or time for making 
the trip by another mode k. The multiplicative operator 
n encompasses all competing linehaul modes. 

Let D ij0 be the demand f or air trips at time zero, 
where Y — 0 denotes the time immediately prior to intro¬ 
duction of a new short-haul air service, and let D 
be the demand a short time after the new service is 
introduced. We can write the demand function for air 


trips at time 1 in terms of the demand at time zero: 


i jl 
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For some trips .the time and cost of travel by airbill 
be changed by .introduction of the nev; service, but fam¬ 
ily incomes, population and employment will not have 
changed in the interim. We shall also assume that trip 
time and cost by alternate modes will not have changed. 
This probably is true of automobile trips, although a 
diversion of a large number of automobile trips to air 
might reduce highway congestion and so reduce trip time 
and cost by that mode. Diversion of bus and train pas¬ 
sengers to air might have the opposite effect — schedule 
frequencies for bus and train might be reduced and fares 
increased — but the effect on the demand for air travel 
would be small because there are so few intercity bus 
and train passengers that a very substantial fraction 
would have to be diverted for the number of air trips to 

be much affected. 

Thus , the instantaneous effect of introducing the 
new service is to leave the ratios of income, population, 
employment and fares and times of competing modes all 
equal to 1.0. Equation (2) may be conveniently rewrit- 

ten as 


I3I 


D ij 0 


f'ai 


(3) 


0 / 

If at some later"time 2, income, population and 
employment will have changed, but fares and travel time 
will not, the demand will be given by the equation 


O'. - o. .,( HI , 






(4) 


Now consider the total demand for air trips from all 
origin sectors in one city to all destination sectors in 
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another. Let D be the total demand before a new air 
service is introduced and let D 1 be the total demand 
immediately after. Ignoring competing ground modes, 

B - Z Z K A A lAXA (5) 

D 0 - i 0 K *ijo v ij0%0 io jo . 

Dq is a number we can estimate from ticket sample data, 
but for now assume the value is 100. We can then solve 
equation (5) for the constant K and calculate eacn 
D. . as a percentage of the total D n . If a new service 
is introduced we can use K to calculate ^ for each 
pair of origin and destination sectors using equation 
(3) and hence calculate D J . The resulting T> 1 expresses 
the demand when the new service is introduced as a per¬ 
centage of the previous demand, Dq. If is 140, say, 
then the effect of introducing the new service is to 
increase the number of air trips between the two cities 
by 40 percent. 

It is assumed th^t in choosing which of the alter¬ 
native routes would he taken for a trip from origin 
sector i to destination sector j a "value of time" eval¬ 
uation of the alternatives is made. The combination of 
air route and access modes is selected which results in 
the lowest total of actual cost and value of door-to- 
door time. The resulting cost and actual time of that 
combination then enter the demand model. The appro¬ 
priate value of time is usually considered to be a mul¬ 
tiple of the traveler's annual income, but the exact 
multiple is a subject of considerable uncertainty. 
However, we have found the selection of air routes in 
the model to be not,' vety sensitive to value of time in 
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the range $0.18 to $0.50 per minute, which corresponds 
to a range of 1.2 to 3.7 times the median .income of air 
passengers. 

Other parameters of the demand model important to 
this discussion are the elasticities with respect to 
door-to-door cost and travel time. The following are 
elasticities estimated in the SARC 1 study. 

ELASTICITIES OF DEMAND FOR TRIPS BY AIR 


Trip Purpose 
Business 
Persona I 


Trip Cost 
-0.891 
-0.9 14 


Travel Time 
- 2.103 
- 2.2 13 


Results 

We shall consider several scenarios of future 
short-haul service, each consisting of a combination 
of routes and aircraft. 

Referring to Figure 3, diagrams (a) and (b) in the 
upper part of the figure represent a short-haul CTOL 
service? the diagrams in the lower part, (c) and (d), 
represent a short-haul STOL service? and in both cases 
the new short-haul service is competing with the conven¬ 
tional major airport service. The STOL service collects 
passengers from suburban airports in each city and car¬ 
ries them to the central STOL-port of their destination 
city. We have assumed that on the return trip passen¬ 
gers would find the aircraft had reversed direction on 
the route so that service would be from A in their des¬ 
tination city to the suburbs in their city of residence. 

Systems Analysis and Research Corporation, op. ait ., 
p.. 5-4 7. • 
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The demand analysis of Scenario I is summarized in 
Table 1. The data in the table are for the assumption 
of an intercity distance of 185 miles. Case 1 is the 
conventional major airport service whose level of demand 
(in trips) is assigned the index value 100. 

The results indicate that with the FH-227, a 40- 
passenger jet-STOL having a speed of 400 miles per hour 
(STOL-40) and the DHC-7 operating on Scenario I, total 
demand would increase between 9 and 12 percent, and 10 
to 27 percent of the trips presently carried by the 
conventional service would be diverted to the new ser- 
vice. The DC-9 in Scenario I would divert 58 percent 
and result in an increase in the total demand of 29 per¬ 
cent. A 120-passenger STOL with a speed of 500 miles 
per hour (STOL-120) would divert 53 percent and increase 
total demand by 44 percent. 

In all the cases shown in Table 1 the proportion 
of short-haul trips originating at airport D is very 
small, suggesting that better results might be obtained 
if the cost of serving airport D were not included in 
the fare. Scenario II is like Scenario I except that 
the short-haul route originates at B instead of D. 

Table 2 compares the two scenarios for two cities 185 
miles apart. The fares are considerably less for 
Scenario II and as a consequence more trips are demanded 
Scenario II is clearly the superior. Another observa¬ 
tion can be made from the table — the faster aircraft, 
the DC-9 and the STOL-120, are superior to the others 
in both scenarios. It might have been expected that 
STOL characteri" tics of the STOL--40 and the DHC-7 might 
compensate for low speed in flights as short as 185 
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Case 


Table 1 

SECNARI0 I -- DEMAND 
(Intercity Distance 185 Miles) 


Aircraft 
C.S. 2 

C. S. 

DC-9 


C.S. 


FH-227 


STOL-I 20 

C.S. 

ST0L-40 3 

C.S. 

DHC-7 


Fare 1 
$ 22.00 

22.00 

28.80 

22.00 

30.42 

22.00 

34.82 

22.00 

50.83 

22.00 

38.23 


Air; 
Origin 
C 


D e s t i -• 
n a t i o n 


Block Time 
(Minutes) 


Demand 
I n d q x 


c» 

55 

100 

C' 

55 

4 2 

B' 

75 

4 

B» 

58 

23 

B' 

3 7 

60 



1 29 

C' 

55 

75 

B r 

99 

1 

B» 

79 

7 

B» 

59 

27 



1 10 

C ' 

55 

47 

A f 

68 

4 

A' 

5 1 

28 

A' 

35 

65 



1 44 

C» 

55 

90 

A * , 

6 2 

0 

A' 

48 

A 

H 

A' 

34 

15 



109 

C ' 

55 

73 

A ' 

89 

1 

A ' 

73 

1 2 

A’ 

56 

26 



i 12 


1 AI i passengers on the short-haul service pay the same fare. 

Fare includes 8 percent U.S. tax. 

Z C.S. denotes existing '’conventional" service connecting major 
airports. 

3 Jat-ST0L fares in this table are calculated on the manufacturing 
cost only, without ai lowa nee for R and D costs. 
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Table 2 

COMPARISON OF SCENARIOS I AND II 
(Intercity Distance 185 Miles) 





"• S c ei'ri a r i o I_ _ Scenario II 


Case 

Aircraft 

Fare 

Demand Index 

Fare 

Demand Index 

1 

DC-9 

$28.80 

1 29 

$24.75 

137 

2 

FH-227 

30.24 

110 

2 7.05 

i 1 2 

3 

STOL-i20 1 

34.82 

1 44 

3 1 .69 

153 

4 

ST0L-40 1 

50.83 

109 

44.43 

1 22 

5 

DHC-7 1 

38.23 

1 1 2 

34.55 

1 1 7 


l STOL aircraft operate into STOL-port A’. CiOLs operate 
i nto ai rport B’. 
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miles, but this does not seem to be the case. The 
FH-227 has neither speed nor STOL characteristics, and 
that it can offer a relatively low fare is apparently 
not sufficient to compensate for the disadvantages. 

The STOL-120 has both considerable speed and STOL 
characteristics. 

At an intercity distance of 500 miles the advan¬ 
tage of speed becomes more pronounced, but the STOL 
characteristics of the STOL-120 are still more than 
sufficient to compensate for its cruise speed disadvan¬ 
tage in relation to the DC-9. Table 3 compares Scena¬ 
rios I and II for this intercity distance. Only the 
DC-9 and the STOL-120 are able to compete at all 
effectively with the conventional service, but both do 
so with comparable success. On. a performance basis the 
STOL-120 appears to have the advantage, but the DC-9 is 
able to offer service at considerably lower fares. 

All the above results were obtained assuming that 
the STOL-40 and STOL-120 would be priced on the basis 
of manufacturing cost. If we consider that the cost of 
research and development might amount to $2 million or 
more per aircraft, then if this cost were to be passed 
on to the passengers the fares would have to be higher. 
Since the STOL-40 is apparently unsuccessful even when 
priced on the basis of manufacturing cost alone, we 
will not consider it further. We will also ignore the 
FH-227 and the DHC-7 in the subsequent scenarios. 

Scenario III (Table 4) consists of three cases in 
which a nonstop short-haul service competes with conven¬ 
tional service. The intercity distance is 185 miles. 

In Case 1 a DC-9 operates between suburban airports B 
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Table 3 

COMPARISON OF SCENARIOS I AND II 
(Intercity Distance 500 Miles) 





Scenario I 

S c e n a 

r i o II 

Case 

Aircraft 

Fare 

Demand 

Index 

Fare 

Demand 

Index 

1 

DC-9 

$37.91 

1 28 

$36.00 

I 3 i 

2 

FH-227 

48.03 

1 00 . 1 

45.95 

100.3 

3 

STOL-120 

47.12 

t 26 

44.00 

1 34 

4 

STOL-40 

- 

100.0 

69.96 

I 0 ! 

5 

DHC-7 * 

- 

100.0 

- 

100.0 
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Table 4 


SCENARIO III 

(Intercity Distance 185 Miles) 



Airports 


Case 

Aircraft 

Origin 

Destination 

Fare 

Demand 

i 

c. s. 

c 

C r 

$22.00 

23 


DC-9 

B 

B» 

20.87 

121 


TOTAL 




1 44 

2 

C.S. 

C 

C* 

22.00 

23 


STOL-120 

B 

A’ 

24.22 

1 5 1 

- 

TOTAL 




1 74 

3 

C.S. 

C 

C 

22.00 

1 2 


STOL-120 

A 

A’ 

24.85 

1 75 


TOTAL 




I 83 . 

2A 1 

C.S. 

C 

C 

• 22.00 

25 


STOL-!20 

B 

A* 

2 8.19 

1 33 


TOTAL 




1 58 

3A 1 

C.S. 

C 

C f 

22.00 

12 


STOL-120 

A 

A' 

28.82 

158 


TOTAL 




1 70 


1 Cases 2A and 3A are 

like 

Cases 

2 

and 5, 

resp ective1y, 

except that the fares in 

2A 

and 3A 

are s u f f i 

i cient to 

recover $2 million for R 
each STOL-120. 

and 

D cost 

s 

in the 

price of 
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and B'. The DC-9 service has a lower fare than the 
conventional service and is not delayed by the conges¬ 
tion at major airports. It is able to divert 77 percent 
of the conventional service's demand and to induce an 
increase of 44 percent in total demand. 

Case 2 is a STOL-120 operating from airport B to 
STOL-port A' and from B' to A. (The hops from A* to B' 
and from A to B are assumed to attract no passengers.) 
Case 3 is a STOL-120 service between STOL-ports A and 
A’. Both of these cases show much greater demand than 
the corresponding Case 3 of Table 2. 

All these cases show that direct flights attract 
more trips than flights which stop en routs. It should 
be noted that this result is due to the lower fares of 
nonstop service. In all the scenarios a direct flight 
is available and, indeed, the calculations show that the 
airport at which direct service is provided always ori¬ 
ginates the most trips. The progression through Sce¬ 
narios I, II, and III is one of decreasing service and 
decreasing fares, except for Case 3 of Scenario III, 
the service between Airports A and A' which has no 
counterpart in the previous scenarios. The signifi¬ 
cance of Case 3 is that, for our assumed distribution 
of trip origins and destinations, service between cen¬ 
tral airports seems to be preferred to service between 
suburban airports or between suburban and central air¬ 
ports, even though the fare is higher. 

Cases 2A and 3A in Table 4' differ from Cases 2 and 
3 in that the fares are set high enough so as to recover 
$2 million of R and D costs on each STOL-120. Even with 
this higher charge the demand for STOL-120 trips is 
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Table 5 


SCENARIO III 

(Intercity Distance 500 Miles) 





Airports 



Case 

Aircraft 

Ori c 

lin Destination 

Fare 

Demand 

1 

c. s. 

c 

c ’ 

$43.00 

1 2 


DC-9 

B 

B ’ 

30.53 

1 27 

1 39 

2 

C.S . 

C 

C f 

43.00 

1 2 


STOL-120 

B 

A 1 

37.59 

1 32 
144 

3 

C.S . 

C 

C 

43.00 

9 


STOL-120 

A 

A’ 

38.22 

. 143 

1 52 

2 A 1 

C.S . 

C 

C ’ 

43.00 

31 


STOL-120 

B 

A' 

44.60 

98 

1 29 

3A 1 

C.S. 

C 

C ' 

43.00 

25 


STOL-120 

A 

A ' 

45.20 

110 

1 35 


1 Cases 2A and 3A are I ike Cases 2 and 3, respectively, excep 
that the fares in 2A and 3A are’increased to recover $2 million 
for R and D costs included in the price of each STOL-120. 
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Figure 3 

MISCELLANEOUS SCENARIOS 



Demand 
185 Miles 


I ndex 
500 Miles 
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greater than for DC-9 trips — or rather, the combine 
tion of STOL-120 and the centrally located STOL-ports 
has an advantage over the DC-9 which is restricted to 
suburban airports. 

Where the intercity distance is 500 miles the DC-9 
has the advantage over the STOL-120. Table 5 summar¬ 
izes the analysis of Scenario III for this distance and 

shows that if K and D costs of STOL are ignored the 
STOL-120 has a slight advantage operating between a 
suburban airport and a central STOL-port, and a distinct 
advantage operating between two central STOL-ports. 
However, if STOL fares are increased to reflect $2 mil¬ 
lion R and D cost per aircraft the demand for suburb-to- 
suburb service by DC-9 is slight greater than for STOL 

service between central airports. 

Several other .scenarios have been considered. Some 
appear capable of inducing an increase of more than 100 
percent in the demand for trips. Three of them are dia¬ 
gramed and their demand indexes noted in Figure o. 
Diagram (a) shows two cities connected by six routes, 
four of them operated by DC-9s and two by STOL-120s. 

The conventional service is assumed to be discontinued. 
In the 185 mile case the two STOL-120 routes have a 
combined demand index of 127 and the four DC-9 routes 

a combined index of 80. 

Diagram (b) shows a similar demand response to the 
introduction of 8 new DC-9 routes. The model output 
for this scenario shows that routes originating or ter¬ 
minating at a major airport (C or CM have the lowest 
demand indexes (since they are assumed to be affected 
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by congestion delays and higher landing fees). If air¬ 
ports D and D' ware used instead of C and C the inuax 

for this scenario would be higher. 

Diagram <c) is the conventional major airport ser¬ 
vice (C - C') supp3.emented by three DC-9 suburban air¬ 
port routes. Again, the results are lower than they 
would be if the major airport service were replaced by 
another suburban service. Even so, this CTOL scenario 
has a demand index comparable to the STOL-120 scenario 

3A (Table 4). 

Conclusion 


I have tried to be brief and in so doing have 
passed over such questions as the cost and performance 
of jet-STOL aircraft and several other matters I would 
like to have discussed. The study on which this paper 
is based considered airport noise and congestion which 
are obviously important but which have not been discus¬ 
sed here. For example, it might have been mentioned 
earlier that the apparent disadvantage of conventional 
major airport service in competition with new service 
derives mainly from assumed congestion delays. In cal¬ 
culations that are not included here congestion delays 
are also assumed in the new.services and diversion of 
traffic from the major airports is assumed to reduce 
congestion delays in conventional services. Let rae 
point out that it is important to consider congea >_ion 
delays. Delays on some routes are so common that a 
substantial allowance is made in the schedules. Ana 
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with regard to STOL I would like to suggest that a 
Manhattan STOL-port would very likely become the most 

congested airport in the world. 

It has not been my intention to make strong claims 
for the models described here. They are convenient and 
plausible, but better models could certainly be proposed. 
What I do want to stress is the power of the approach. 

It has seemed to me that airlines tend to compete in 
advertising and "cosmetic" features of service rather 
than in more fundamental aspects, and that instead of 
looking for new ways to stimulate air travel they con¬ 
centrate on obtaining their share of the existing mar¬ 
ket. This they do even to the extent of having the 
same departure times as their competitors on some 
flights serving the same route. The demand sensitivity 
to schedule delay indicates that more trips would be 
made if the departure times were different. Furthermore, 
scheduling several departures for the same time is a 
cause of congestion delays which have a negative effect 
on demand. My guess is that the approach described 
here — the use of relatively simple, but general 
models — can be applied to analyzing important ques¬ 
tions and will give more useful results than an elaborate 
simulation model taking twice as long to develop and 
costing four times as much.. 
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GEORGE EADS - Thursday, 13 July 


THIRD LEVEL AIR CARRIER SERVICE 


Two weeks ago I became an Associate Professor of Economics at 
George Washington University and so I can't claim to speak for the 
Justice Department any more. However some of the comments I will 
make on Monte Lazerus' presentation reflect work that was done while 
I was at the Justice Department. Another thing I should tell you is 
that about two years before I went to the Justice Department, I began 
a study of the Federal program of subsidizing the local service 
airlines. The study was essentially finished before I went to 

Justice and is being published by the Brookings Institution. This 

* • • t- 

study was done completely independently of the Bureau of Operating , 
Rights study that Monte has just talked about. Amazingly enough 
both BOR and I identified the same problems with the current local 
series subsidy program. We arrived at the same set of policy options 
facing the government, and we reached the same general conclusions 
as to which cities should be served and what it should cost to serve 

• . *- V, ■ * i ♦ *?>• i 

them. It is the first case that I know of private study and a 
government study undertaken completely independently coming to such 
parallel conclusions. In fact I was a bit shocked when I heard that 
BOR was going to beat my publication date. 

I think that the most logical follow-on to Monte Lazarus' talk 
might be to comment on the CAB draft bill, S3460. In general OMB, 
Justice and DOT appear to support the bill strongly. They all thought 
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it very innovative. I was particularly happy to see the limitation 
of $2 million a year on the proposed program because if you look back 
at the original local service experiment one of the real problems was 
it started out as a limited experiment and quickly got completely out 
hand. The $2 million a year limitation is essential I believe. 
HoWever, I am afraid that it may be raised as certain Senators see 
they can use this bill as a vehicle to expand local air service. I 
view the bill (and I think the CAB does also) in large measure as a 
way of providing existing or somewhat better quality of air service 
to Cities now being served at substantially lower costs. 

We talked about the Allegheny commuter experiment quite a bit 
this morning. Let me try to contrast the Allegheny experiment with 
sorrte of the attempts at route replacement that have been attempted in 
North Dakota* In the Allegheny system you are dealing with a densely 
populated area here in the East. In most cases you have good forms* of 
alternative transportation. The local service carriers are in points 
in this region primarily for historical reasons, not because air 
transportation of the sort they provide has ever been a major advantage 
to the public. You find that when you replace a one or two flight 
per day, inconveniently timed pattern with a multiple flight per day 
pattern you generate a good deal of additional traffic, winning it away 
ftom the roads and, in some cases, the, pailroads. You can make this 
into a profitable situation for a low-cost air taxi operator. There¬ 
fore you can find independent contractors who are willing to enter 
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into an Allegheny type commuter operation and Allegheny can conduct 
it at virtually no cost. The example I am most familiar with is the 
service from Trenton down to Washington via Philadelphia. Allegheny 
was operating in this market providing two flights per day at very 

* i * 

inconvenient times. By 1969 they were down to somewhat below 6000 
originating passengers per year even though Trenton has a population 
of over 100,000. There is a lot traffic between Trenton and Washington 
but Trenton is also on the main line of the Penn Central Railroad and 
is one of the few places that really has good rail service. Further¬ 
more you have interstate highways all over the place. 

Ransome Airways began operations between Trenton, North Philadelphia 
Philadelphia, and Washington not long after the CAB liberalized its 
air taxi regulations in the mid-1960's to allow these carriers to 
compete with certificated carriers. After a brief period of growth 
mania of the sort that recently led to Executive Airlines' downfall, 

I - ! 

Ransome decided to concentrate on serving these four cities, the ones 
it knew best. When I started teaching at Princeton in the fall of 
1970 it already had worked out a deal with Allegheny to handle its 
reservations and its ticketing at Trenton, though it was not then an 
official Allegheny commuter. Allegheny began to cut back even more 
service until is was offering the minimum possible schedules at the 
worst possible times — flights were timed for the convenience of the 
carrier rather than for the convenience of the passengers. Finally, 
Ransome and Allegheny negotiated an official Allegheny commuter 


contract. 







Ransome has been quite successful. In fact, it recently sold 
some of its 15 passenger Volpor Turboliners (Buck 18 conversions) and 
acquired some of Allegheny's mothballed Nord 262's. 

In this case providing frequent air service timed to suit the 
needs of the local community has has a major stimulative effect on 
traffic, and this has permitted turning an unprofitable operation into 
a profitable one. An essential factor has been the use of smaller 
aircraft and the cutting out of all frills in the service. 

In the region in which Frontier Airlines tried its air taxi 
replacement (I am referring specifically to the North Dakota experiment 
with Apache), additional frequencies would stimulate little additional 
traffic. These are small communities and will never generate much 
traffic. The use of air taxi-type aircraft only serves to lower cost 
ane subsidy requirements. 

The contrast between these two cases also reveals why the Allegheny 
ccfmmuter replacements generally got community support while the Frontier 
replacement was fought. In the former case, flight frequency increases 
as the timing of flights improves. The community will put up with 
smaller aircraft in exchange for this. In the Frontier case, you 
tjraded low frequency Convair 580 service for low frequency air taxi 
service. There is little wonder the communities howled. People being 
heavily subsidized will always prefer a better service to a poorer 
service. The people in North Dakota would like jets — provided they 
didh't have to pay for them. 

In the east where good transportation alternative generally exist. 
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short-haul, low-density air service can (and should) be provided with¬ 
out a subsidy. Where it cannot pay its own way, there is no case for 
subsidizing it. But in some areas of the far west, and especially in 
Alaska, a strong economic case can be made for government support for 
some level of air service. It is just a question of how much service 
you want to subsidize. 

Question: "What is your objective to the Congress' motive to try to 
bring the air transportation where it is not today? You said you 
were afraid that they would use it to expand..." 

A: Look at where air transportation is today. It is pretty much 

every place that can use it and probably beyond that point. However, 
the decision to subsidize is pretty much a political decision and if 
Congress feels that 500 additional cities "need" air service, and I 
will put the word "need" in quotes, then Congress can do that. Just 
appropriate the necessary money. Back in 1944 when the Board was talking 
about setting up the local service carriers, one proposal was to provide 
scheduled air service to every community in this country with over 
5000 population. I don't care where you draw this line — Congress can 
appropriate as much money as it wants — but the key point is wherever 
you draw the line, the cheapest way to provide service is by use of a 
bid system of the sort that the CAB is proposing. Congress apparently 
does not like the use of small planes. I have talked to some of the 
people on the Senate Aviation Subcommittee and that is one of their 
big sticking points. O.K., if you don't want the small planes, if you 



don't want a Twin Otter, move the minimum aircraft size limit in the 
bill all the way up to a DC-9. I don't believe that s right but if 
that's the way Congress want it, let them do it that way. But still 
use a bid system. Again, a bid system is the system that provides 
the maximum incentive to efficient operation. 

Senator Cotton, for example, believes there should be, there 
"ought" to be, air service into Waterville Valley. And he says that 
Waterville Valley is an isolated place even though it is only 2h hours 
from Boston over excellent roads. Unless you put in a minimum of 5 
flights a day almost everyone is going to drive up except those people 
who happen to arrive at Logan Airport just the time the plane is 
leaving. Furthermore the traffic peak here, and that's during the 
winter, could probably support its own service without subsidy. But 
Senator Cotton says that Waterville Valley "ought" to have air service 
and Senator Cbtton is on the committee that votes the subsidy. So I 
would predict that one of the areas the CAB is going to have to 
"experiment" with will be New England, though X hope not. (From the 
floor: There is a reason why — VOIPE(?) — specific to the New 

England case). This is the way the subsidy gets votes and, in fact, 
as Monte pointed out, if you read the history of the debates on the 
subject — Congress nevter says "let's cut it," they say "why aren't 
yOti asking for more?" Because subsidy is a very small item in the 
Federal budget. The fact that the subsidy is running to $40 a 
passenger or more at some of these points doesn't seem to bother 
Congress. 
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So to get back to your question, the answer is Congress who votes 
the subsidy decides what type of air service the country ought to 
have. (From the floor: No that wasn't my question. My question 
was as an economist don’t you find it appalling to move air service 
in where it doesn't make sense economically?) 

A: I look where air service is and I look at the cities where they 
are talking about putting it in and I can't see the benefits. But if 
the local community wants to subsidize it, fine. That's a thing which 
I think we should push more on. If a regional area or a local area 
wants to have air service they should be allowed to subsidize it. But 
from the viewpoint of the nation as a whole I can't see the benefit.- 
(From floor: Is there a community in the states now that is 
contracting for this type of service?) 

A: I had a phone call from the Southeast Regional Council and apparently 

they have been putting some funds into a commuter carrier somewhere 
in Georgia. (Discussion) If you go back to 1944 when local service 
carriers were first established (again I have this tabulated in the 
book) and you see the cities that had air service and the cities that 
didn't have air service, you see that even then we had a pretty good 
system of air service. And then we added the locals on top of that 
and then we expanded the locals during the '40's and the 50's and 
finally we have had a huge expansion of the highway system. Add to 
this the fact that if you operate at any decent frequency of air 
service at all you are going to generate a large number of seats, 
even if you use smaller aircraft, and you quickly conclude that 
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expanding air service to more cities just doesn't make much economic 
sense. But if Congress wants to do it there is no way to stop them. 

We can show them the cheapest way of doing it and that's really it. 

(Fr v-'ni floor t That's really the most important objective the 

cheapest?) 

A: Well if you have two alternatives — A and B — and they will give 
you the identical service, and if A costs half of what B does, then 
I think Congress would want A. They can get any level of service they 
want with a bid system. They can specify 50 flights a day and they can 
specify that they be flown with 747's. Still, the cheapest way is the 

bid system. 

(From floor: Aren't you in fact saying that transportation should 

always follow instead of being the leader?) 

..A: No, I atn saying that the way air transportation has been used 
in this country, it. has not made much difference in the rate of 
Regional development {except, perhaps in Alaska), and I don't believe 
a significant expansion of the program would improve the record any. 

(From the floor: But that doesn't necessarily make it right. 

Thk highway program has just changed. They got a $100 M program 
appropriation out of Congress and they are accelerating highway develop 
' ment for the express purpose of developing economic areas that are 
rural in Vermont, Now there is a change in the use of transportation 
rather than putting a road in there for people to move someplace — 
if that's possible.) 
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A: Let's put it this way. We have had a system of air transportation 

and we have put out approximately a billion dollars in subsidy over 
the last 25 years for the purpose of encouraging rural development. 
We've had a pretty good level of air service in a lot of these 
communities until the last couple of years. And it hasn't worked. 

The population has still continued to shift. Now if you believe that 
West Podunk, N.D. would grow into a great metropolis if it has air 
service you could put it there. Economics will not support you on 
that. 

(From floor: You are saying that air service alone won't do it -- 
it needs tax incentives from the state, etc.) 

A: If you give people enough money you can establish a city in the 

midst of the Sahara Desert. It's questionable whether that is 
economically viable, but you can do it. 

Why don't we move on to some specific objections to the formulat¬ 
ion of the current bill? (S3410) As I say, I generally support the 
bill but I do not support, and I don't think the Department of Justice 
will support, the provision of the bill allowing the CAB to specify 
the limitation on minimum aircraft capacity. If it is felt that for 
safety reasons a twin-engine aircraft with two pilots is needed, then 
put that in the bill. But if the twin-engine aircraft with two pilots 

i.■ ' 

has only two seats for the passengers, then I think that you achieve 
your safety objectives and still allow your operator this flexibility. 
In certain of these regions, a four-seater plane with two pilots 
shuttling constantly bwtween two airports might well be the best way 
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Of providing service. If the operator believes that it is the 
cheapest way of providing safe, efficient air service, I think he should 
have that option. I don't think that will be the way that will work 
out in many markets but I hate to limit the freedom of the operator 
by requiring the use of fifteen passenger planes because what you are 
doing there is increasing the cost to the government with virtually 
no increase, if any, in safety. Hopefully the maximum rate provision 
will be ineffective. The rate that's set will be such that the carriers 
I operating smaller aircraft will not hit the ceiling. But suppose that 
thfe operator figures put that the profit maximizing fare in a market 
is $18 and through some formula you have told him he can only charge 
$16. All yOU are really doing is saying that it is in the national 
interest to pay every passenger who flys that route an additional $2. 

And again I find that to be somewhat objectionable as an economist 
j. but I can see the political reasons why these things are necessary in 
| the bill. 

Additionally, I object strongly on page 6, section 7B, to the 
exception of section 401, subsection k from the CAB ability to exempt 
section 401 k of the Civil Aeronautics Act writes into the Civil 
Aetonautics Act what was called Decision 83 which set up the current 

j . • ‘j ‘ ' • ••• ". ' •. •••.• J v' ' • 

pAy system for airline pilots. And the denial of the exception to 

I { .... 

i . ! . . - - . ' 

exempt this section .essentially writes anALPApay scale into this bill. 

I . ■ . ; . .■'••• .- .. .' ... ■ ■ ' : 

i 

If contract operators find it necessary to unionize and to pay ALPA 
j wages I have no objection. But I don't think they should be forced to 
pay ALPA wages, although I do recognize again that this provision was 
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put in for political reasons and I do not want to take any chance of 
sinking the Bill just over this objection. I think it should be 
recognized, though, that the effect is going to be a substantial 
increase in cost and it is going to also pave the way for unionization 
of the air taxis. 

(From floor: It seems to me that the bill is asking bidders to 
make some pretty in-depth economic analysis and very probably you are 
going to get some bids in with less analysis than was necessary.) 

A: Well that is the purpose of the bonding system to assure that 

bidders are able to perform as required by the contract -— though it 
does raise the cost of entry. However we are taking some risk here. 
One reason that this bill proposes a limited experiment is to learn 
these operators can make the calculations required. We are not 
going, and I would not want to go, completely over to this system 
without such a trial although in my experience in talking with some 
of these people I find that they are quite sophisticated businessmen f 
They know how much it costs to run their operation and they know 
roughly how many people are going to fly. They may not have computers 
and may not know about advanced technology, but they know how their 
operation runs. I am more optimistic than you may be on this point, 
(From the floor: 

A:| I do not think we will lack for bidders and I think a lot of 
the bidders will present some very good bids. Some of the people I 
have talked to are fairly sophisticated. 
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(Discussion) 

My understanding that the rate limit is probably going to be at 
what the local service air carrier is charging now on a given route 
which probably puts the limit at a point beyond what the air taxi is 
going to Charge anyway. I think the limit will be, in effect, a 
moot point that is put in to maintain some semblance of regulatory 
control. I am referring to the maximum rate — clearly they should not 

put a floor under rates. 

1 would like to talk briefly now about the presentation Bill Swan 
made this morning and. in particular, follow up on his division of air 
taxi operators into three classes ~ professional commuter carriers, 
growth oriented airlines who consider the Port 298 exemption as a step 
toward becoitting a certificated carrier, and "mom and pop" air taxi 
operators. 1 think this classification is very instructive as an aid 
to understanding the different viewpoints concerning some of the proposals 

to change air taxi safety and economic regulation. 

I want to concentrate on the first group — the professional 
commuter carriers - since they are the ones who are carrying the bulk 

of the traffic. As Bill said, 80 to 90 percent. 

Earlier a question was raised concerning profitability. X have 
here a survey recently made by the Commuter Air Carrier Conference 
covering 44 of its members-most of which I presume are members of 
the first class of carrier. In 1971 about half of these people reported 
that they were making money. Now it's not to their advantage to report 
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that they're making money - a lot of these are subsidiaries of other 
corporations and there are lots of tax considerations here. Furthermore 
the last thing you want to do if you're in a situation with no route 
protection is tell how much money you're making. It is interesting 
that if half these carriers did make money, they did considerably 
better than the trunk lines did in 1971. 1 don't know how that's 

going to go in the future, however. 

I found Bill's second class of air taxis, "growth oriented 
companies," to be a good characterisation of the local service carriers. 
These carriers never were and never will be commuter specialists — 
companies such as the first group only using larger aircraft. They 
have always been seeking to become track-type operators. Their neglect 
of smaller communities is not a new thing — it has occured since the 

first. 

What explains this? In large degree, it can be traced to the 
type of route system and operating restrictions originally established 
for them by the CAB. Most routes originally were laid out between 
two hubs that already possessed air service. A number of intermediate 
points were added and the local service carriers were set up to serve 
these points. Obviously the Board could not give the new carriers 
freedom to operate as they chose because they would have concentrated 
on providing service between the hubs - that was where most of the 
traffic was and still is. So the Board required that all flights 
start and end at designated terminal points and stop at every point 
That didn't last very long for it soon became obvious 


in between. 






that the locals were flying practically empty over many of their route 
segments. Therefore the Board began to relax the restrictions it had 
imposed and it did so in a way that encouraged the local carriers to 
concentrate their attention on winning traffic away from the trunks 
rather than developing into short-haul specialists such as Bill's 
group 1 carries. My data show that even as early as 1952, less than 
half of all local service passengers connected with another air carrier 
on part of their journey, whereas, as Bill reported, about 80 percent 

of commuter carrier traffic is connecting traffic. 

So I believe that the reason that most of the local carriers are 
interested in maintaining the weight limit exemption is that they don’t 
want the current group of air taxis to emulate their example. My 
view of the Weight limit exemption is that it is desirable to move up 
the limit. I would like the air taxis to have the option of using 
larger aircraft. And it might be nice for them to be able to carry 
greater fuel reserves. I see no problem in allowing them to carry 

stewardesses, to put in washrooms, galleys, or anything else they 

| 

want. The only time I would worry about raising the exemption would 
be if there were some form of route protection. If there were, I would 
l?e very worried about this increase in the weight limit because what you 
would have happening is what happened with the local carriers 
namely, moving into uneconomic aircraft and being protected from the 
consequences. As long as the air taxi operators are not protected 
from the consequences of bad management decisions, I am willing to give 
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them as much freedom as they want, recognizing that the 30 passenger, 

7500-lb. limit is still designed to protect the local carriers. 

(You cannot read the examiner’s ruling without seeing that all the way 
through it.) The local carriers won't use this size of aircraft any 
more so we can go up to 30 seats without hurting them much. And the 
way things are going I would predict in a very few years they may 
be able to take it up to 50 or 60 seats. I don't mind raising the 
ceiling but I would predict that most of the commuter carriers would 
still find it most economical to use the aircraft with roughly 20 
seats. 

One thing an increase in the ceiling does do is raise the potential 
range of operations within which carriers not subject to economic regulation 
can operate. With a 12,500 lb. limit, you have an effective flight 
radius of about 200 miles that you can fly with a passenger load of 
15 or 20 and keep within that weight limit. Raising the limit as 
proposed moves that radius out further. 

So I see no problem in that. But I see where the local carriers 
would consider it to be a potential problem because it moves these 
carriers more into competition with them. I would see where the ALPA 
would like it because the ALPA doe s not like the fact that many air 
taxis use nonunion pilots. And raising the limit is a subtle form of 
de-regulation. If you gradually lift this limit up to infinity you 
would be de-regulating the airlines. Again I am not against that at 


all. 
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(Have you considered eliminating the weight and size limit and 
basing it on the route length, say 100 miles, to give free reign on 
what type of airline could fly 100 miles?) 

A: With the limit of under 100 miles you are going to get the air 

taxis, back to the very small airplane, because if you are going to by 
air travel within 100 miles you must offer very high frequency. And 
if you offer very high frequency you either generate lots of seats which 
requires a very high density market, or you have to use smaller air¬ 
craft. 

(Some of the third level carriers say they need a bigger airplane 
even than the 30 passenger limit. They could use a 40-50 passenger 
Airplane during peak hours.) 

A* I don't find any problem with that as long as there is no route 
protection. If you say a commuter carrier could use a 747 that's 
fjine with me and they may be right. But I don't want to have a grant 
of monopoly which is what route certificate is, and then allow them 
to use the 747. A certificate provides an implicit commitment to 
maintain the carrier in operation. Once the carrier gets a certificate 
the government is very reluctant to let it go broke. 

(I don't know that 100 miles is the right breakoff point; I am 
just curious whether you have considered the route length, rather?) 

A: Any constraint you put on an operator has certain advantages and 

disadvantages. I don't see what particular advantages the 100 mile 
thing has except for maybe the carrier you mention (Houston Metro(?)) 
and I'm not really sure they need more than a 30 passenger aircraft. 
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I don't know their Operation that well. 

(The possible advantage would be that the regional carriers and 

the trunks don't want to operate in that area?) 

A: But if you set the limit up to 200 miles, you can get some pretty 
good routes — NY/Wash. — some of the California routes. 

(The only thing you are really protecting is the local service 

carriers.) 

A: I am not interested in protecting the local service carriers at 

^21. But I would prefer to have the weighc limit raised the way is 
being done and provide the local carriers with some degree of protection 
this way than to "protect" them the way they want to be protected. 

They want to be able to veto any competitive service established within 
fifty miles of a point they (or any other established carrier) serve. 

That is their concept of "route protection. 

(Aren’t all these discussions concerned with aspects of the bill 

that would provide route protection?) 

A: The bill (S3460), the subsidy experiment proposal, is not aimed 

specifically at providing route protection for anyone. It is aimed at 
providing equal or better service to smaller communites at lower cost 

. . ' . .. .. . ■. . .. . '■ :... l , _'V i 'i 

to the government. The weight limit hearing now before the CAB is a 

_ i > 

separate thing entirely. It is aimed at changing the restrictions to 
allow air taxis to operate larger aircraft. Right now they can't 
operate any aircraft over 12,500 lbs. maximum gross takeoff weight 
without a special exemption. 
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(But the weight limit restriction is there to protect the local 

I 

carriers.) 

A: I know, but it is not the same as route protection. Route protection 

includes the grant of a monopoly franchise which neither S3460 nor the 
weight limit increase does, though the latter is aimed at retaining 
some protection for the local service carriers. 

As I just said, what the local service carriers view as route 
protection would exist if the existing carrier had the right to say 
that a new entrant could not begin service on any route where there 
is already a carrier operating (including a commuter carrier, a local 
service carrier, or a trunk line) unless the existing carrier approves. 

And not only this, but they are asking for the existing carriers to 
have a veto power over the establishment of any new service 50 miles 
in any direction. This is like the current restriction on baseball 
franchises. If Washington can attract a new baseball club it could 
not move that club into Washington unless the owner of the Baltimore 
Orioles allowed them to move in. The reason is to protect the monopoly 

rights of the Baltimore Orioles. 

(This suggestion about limitation based upon distance has one 
advantage from your point of view of supporting the hub and spoke 
approach which you happen to favor.) 

A: I don’t happen to favor it. I don’t favor any particular system 

of routes. Some people have said in fact that the reason we have a 

,.*r 

good air system in this country is that we don’t have hub and spoke. 

I don’t know but I think it is rather interesting to see the differences 
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in the route structure that has developed under a regulated and an 
unregulated system, and for some reason the fact that a basic hub 
and spoke has developed under an unregulated system suggests that the 
market is trying to tell us something. In fact the CAB examiners 
back in 1944 said that if somebody wants to get from a small town to 
a hub city, if you require him to stop 3 times on route to protect 
the local service carrier, he is going to drive. One of the original 
proposals made as an alternative to the every-stop, every-flight 
restriction that eventually was adopted was a limit on how far a local 
carrier could fly without stopping. Another proposal would have 
required a minimum number of stops but would have allowed the carrier 
the choice of how to fulfill the requirement you want to. But the 
Board didn’t give the local carrier any flexibility. It was not until 
the early 1950's that the local carriers were even allowed to skip 
a stop on a particular flight if there was no reason to stop — no 
passenger, cargo, or mail to be boarded or deplaned. 

If you had an unlimitted restriction on the kind of aircraft 
they could use I wouldn't expect everybody to set up a hub and spoke 
system. But a hub and spoke system is a very good one if you are 
operating basically a short-haul commuter system because that gets 
people to where they want to go quicker. You obviously would have 
certain linear routes if you had an unregulated system; we have had 
these in California. 

(That kind where you have to make a stop regulation which is 
basically negative, basically trying to protect some end. You can 
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visualize some regulations which would encourage new kinds of service 
if the limitation or regulations was. say, on field length. Then 
the carrier could use any kind of airplane of that field length which 
would serve its purposes and maybe develop new markets.) 

A: certainly, but if you look at the whole history of regulation in 

every industry in which it has been tried you will see that the major 
purpose of regulation has been to protect someone. My view of the CAB 
proposal (S3460) is that it is a rare attempt at positive regulation. 

The Board admits that it's for political reasons we have decided to 
have a subsidy. Congress wants it so the question is how are we 
going to do it in the best way? And it is not designed for protection. 
It explicitly avoids protection. That's why I support it to the 
extent I do. The only type of route protection 1 would be in favor 
of is a one-time, limited, non-renewable certificate. In the book 
x suggested a duration of five years. When someone sets up a route, 
give him a certificate that gives him an exclusive franchise for only 
five years. If he can't defend that route on the basis of five years 
he isn't doing a good job. I have now changed my mind and would reduce 
the five year duration to two or three years. That is enough. Such 
protection would be almost like a patent grant and would provide an 
incentive for an operator to make the capital investment necessary to 
develop a route. But I oppose any form of permanent protection. One 
of the most powerful spurs to efficiency is the threat that if you get 
sloppy, someone will come in and take Over your clientele. This has 
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happened in some cases — I understand this is what happened in 
Executive's case. And I would be reluctant to abandon that spur to 
efficiency. It is one thing to provide someone with an incentive to 
take a chance at establishing a business. It is something far different 
to give him a permanent claim to that business, regardless of how he 

performs. 

Suppose Joe Smith sets up a grocery store in a small town where 
there is a limited business and where there has not been a store 
previously. Assume that to encourage him to set up, the townspeople 
have agreed not to patronize for a period of five years any other grocer 
who happens to set up in the town. That would seem O.K. to me. I 
don't think that the townspeople would ever agree — nor should they 

agree - to a perpetual monopoly just to protect Joe Smith from competition 

If he can't defend his market after five years of protection, then he 
isn't doing a good job. (If Sam Jones can successfully drive out 
Joe Smith after the five years is up due to lower prices and better 
services, he should not get a monopoly franchise — the purpose of the 
monopoly is to allow the existance of the market to be tested, and that 
already has occurred. Furthermore, if in the competitive struggle 
between Jones and Smith both go bankrupt, the community should not be 
expected to offer a new monopoly to Adams, a third grocer, if he were 
to set up in the town. Smith's successful existence over five years 
has shown that a market does exist and the struggle between Jones and 
Smith has shown that the market is a natural monopoly. While Adams 
will have some monopoly power due to this fact, the community should 
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not give him absolute legal protection from entry as this destroys 
his incentive to limit his advantage to that confined by the natural 
monopoly). 

The same reasoning applies to an air taxi operator seeking to 
set up a route in a community that does not now have air service. The 
grant of limited, temporary monopoly might be reasonable, but not so 

a permanent one. 

(What do you think of protection against a financial concern 
moving in and undercutting?) 

A: Well, we are talking about markets that in most cases will generate 

fewer than 7500 passengers per day, so the financial incentive for 
some big firm to move in and take over would be pretty small. 

*(Tape ran out here — I think the question was something like the 

following) 

(What about some big firm like ITT setting up a nationwide network 
of air taxis?) 

A: The only thing that would worry me is if ITT could do this and get 

some form of permanent route protection. If ITT is unprotected and 
they set up a nationwide service — ITT Internal Commuter Air Service — 
ar>d they succeed because of their ability to schedule aircraft more 
efficiently and have computerized reservations, then I see no problems. 
Let me say, I don't believe they would be able to do it. We have already 
heard about the problems PSA has competing with United. I have a 
feeling that a local operator concentrating on the needs of the local 
community could generally beat them out — unless they were protected. 
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The ability of large firms to be successful at being "predatory" 
where entry remains easy is open to serious question. Standard oil 
was long felt to have been a successful "predator" and indeed, it did 
buy up lots of firms. What would happen is that somebody would set 
up a refinery next to John D. Rockefeller's refinery and John D. would 
buy them out. They would take their cash, go away, somebody else would 
come in and John D. would buy them out. John D. was constantly funnelling 
money to small operators. And if you look at what actually happened 
he was not successful in predatory practices. As long as we have an 

opportunity for free entry I am not worried. 

(We had an example down in Miami - Bahamas area. Joe Mackey 
sold his whole operation to Eastern and 5 years later he’s got a big 

going operation down in the same area.) 

The final thing I want to talk about is on this connection between 

regulation and safety. You can see the argument that we need economic 
regulation, somehow, in order to make air carriers safer. It reminds 
me of an argument that somehow Cadillac drivers should be more safety 
conscious than people who drive VW's. Sort of a "trickle down" theory 
in the extreme. Make people rich, then they'll spend enough money on 
safety. Also if you believe that you would expect that during periods 
when the trunk airelines make less than the normal rate of return, as 
they have in the past several years, the accident rate should go up. 

We don't observe that. Airlines are safe because if they're not safe 
they go out of business. And they're not out of business because the 
government puts them out of business but because nobody flies on them. 
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Bill Jordan's study of the California case supports that very nicely. 

PSA has been very safety conscious, because it had to be. I do not 
accept the "regulation equals safety" argument. It could well be that 
the air taxis do need to be safer. I understand that the National 
Transportation Safety Board is now in the last stages of an investigation 
to change the rules under which air taxis operate and it is felt that 
somehow stronger rules are needed. Fine. Let, for example, anyone 
Convicted of a violation be subject to a criminal penalty. Right now 
he pays a fine — he's not subject to criminal penalties. Let's hire 
some more inspectors. Let's watch out, though, for the sort of thing 
like the rule that any plane with more than 19 seats has to have a 
stewardess. I cannot see what having a stewardess on a Twin Otter has 
to do with safety. If it's to keep the passengers seatbelts buckled, 

I am sure that they can put on the Twin Otter the sort of thing that s 
gut on the car I rented to come up here — If the seat belt's not 
buckled, a light flashes on the dashboard. If an airline wants to 
put a stewardess on, they should be allowed to, but to say that they 
have to carry around 120 lbs. of dead weight all the time is confusing 
economics and safety. 

■ ' ' . . . ' . ; ] 

(Back to your comparison of the Cadillac and Ford. The guy in 

the Cadillac is a little safer in some respects because he has good 
tires or can afford them. Whereas maybe the guy, not in a VW but a 
1968 Chevy or something, maybe has slicker tires. Maybe the little 
guys need a certain amount of safety equipment in terms of avionics and 
navigation which in some cases can exceed the cost of the aircraft.) 
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O.k., require that. If that is the price of having safe air 
service, if somehow the public decides this, then we will raise the 
price of entry. 

(But unfortunately the cost of the avionics isn't in proportion 
to the size of the airplane and so the other operators perhaps cannot 

afford.) 

What you're saying is that in certain markets, economics will not 
permit air service. You’re not saying somehow give these people 
monopoly rights and somehow make them wealthy enough and they will be 
safe. What you're saying is that in certain places, air service is 

not viable. And I'll accept that. 

(I think to a large extent air safety regulates itself independent 

of economics for an airline because of publicity that an accident gets, 

If you get down into the automobiles and smaller aircrafts.) 

Your little commuter aircraft would get a lot of publicity for the 
area that's relevant to them, namely, where they serve. If a commuter 
air carrier crashes out in Kansas it gets a lot of publicity out in 
Kansas. It doesn’t get publicity in Washington, D.C., but that isn t 
where the passengers come from. If it loses its passengers out of its 
home community the fact that it can't pick up some businessman who 
hasn't heard of its record doesn't matter much; it's out of business. 
It’s really questionable that we want commuter carriers to have the same 
level of safety as the larger carriers. This could be one thing that 
people have to make a decision on. All you're saying, again, is that 
air service is not viable. 
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(No, I'm not. I'm saying they can only establish a certain level 
of safety. It has nothing to do with whether it’s viable. It has to 

do with the number of people that will accept that level.) 

O.K. If you require all air taxis to have automatic landing 
systems and make each plane cost several million dollars, the fare 
you'd have to charge is very high. All that says is that people are 

going to drive rather than fly. 

(I think the question is somewhat different. I think the question 
is how much safety is enough safety. Because safety has a cost.) 

Right. I would hope that the National Transportation Safety Board 
would just recognize that safety has a cost and that certain safety 

features may not be worth the cost. 

(First, commuter carriers have a higher accident level than trunk 

carriers. This could imply they are less safe; it could also imply 
they fly in less safe areas. All commuter airports are less than 
International or Boston. It's a system safety. It's the same analogy 
that Nawal was referring to where ICAO airlines have a much worse 

accident record.) 

The relevant question is would two carriers operating identical 
systems, one regulated and the other unregulated, have different safety 
records? I would say there would be virtually no difference. 

(What are the prospects for the idea that route limitation have 

some kind of a time limit on it?) 

I-ve seen it bandied in a new DOT staff report. I think it's 

mainly because I've talked to some people over there. I'm really 
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not that keen on any form of route protection. This would be the 
maximum I would be willing to go and I think DOT feels something 
of the same. The problem is, of course, that maybe what will happen 
is that enough commuter carriers will get together and generate political 
pressure for permanent route protection. That's the way things get 
done. But I would hope there would be some realization about the 
effect of route protection and that's the reason I published the book* 

(The three year business reminds me of the TV license -- three 
year renewable.......all of a sudden you re in FCC operation.) 

I recognize that —— all X was saying is that it would be the , . 


outside limit. 

(You said 5 years — then you said you would prefer 2-3 years r 
* 3 interesting that Air Midwest has told us that 2—3 years is all 
that's necessary to establish their new axrline in a new city. It 
takes them that long to get up to the point where they can operate. 

That's why I went to 2 - 3 years in my discussion with commuter 


air carriers 


That's about how long it takes to be established. It 


takes someone else 2-3 years to build up their identity. 


(....certain level of increased business.,.much higher rate 


of increase.) 

I put very strict limits on this because the cost of giving sofnepnq 
a monopoly is his inefficiency. I have documented quite well in the 
case of local service carriers, the cost to the economy of having 
given the local carriers effective route protection. We have put a 







billion dollars of subsidy into these carriers and we have not got an 
efficient short-haul service - we've gotten eight new trunk lines 
which we could have gotten free for handing out eight pieces of paper. 
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Abstract 

An introduction to the historical and constitutional 
framework of industry regulation by local and federal govern¬ 
ments. Problems of the confiscation of private property 
without due process, government control and the rights and 
duties of the regulated industry will be discussed. 
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THE ROLE OF GOVERNMENT 

Government regulation of industry takes many forms. 

At the most indirect level, government creates a stable 
setting for social development. Once a society is secure, 
it will evolve a code of morality and ethics to guide the 
actions of its members. This social code is a type of regula¬ 
tion since it outlines how individuals are expected to act 
toward one another, and how businesses are to conduct them¬ 
selves toward individuals and the community. 

Government also indirectly regulates industry by 
providing a legal structure for the resolution of private 
disputes. The rules developed by the courts to determine who 
breached a contract and how much they should pay are forms of 
regulation. 

Through the passage of criminal laws and administrative 
orders, a government takes a more active role in regulating 
business conduct. To protect the social order certain activi¬ 
ties are forbidden. For example, price fixing or monopolistic 
practices are made illegal to protect the public from the evils 
of reduced competition. Finally, the government may compel 

businesses to do certain things that they might otherwise 

| 

choose not to do. This is the most direct type of government 
regulation and is used to develop social policy in an active way 
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Requiring a certificate of public convenience and necessity 
before a company can offer interstate air service between two 
points; or setting the price that can be changed for particular 
goods or services are examples of positive government control.. 

HISTORY OF REGULATION 

The regulation of business has gone through several 
stages of historical development. Although there is evidence 
of a highly sophisticated system of government regulation of 
business and transportation in China as early as 300 B.C., 
the concept of positive control of private business practices 

emerged slowly in the western world. 

During the Roman era, business activities were governed 
by the "fair price" doctrine. The price was any price on which 
the parties freely agreed without fraud, coercion or the like. 
Transactions were bargained for with what we now call supply 
and demand playing the major rolein setting the final price. 

This concept was modified during the early Christian era, 
and eventually replaced by the "just price" doctrine. Since 
the true reward of the Christian occurred in the next world 
and not this one, he was not supposed to be concerned about 
money. Rather, the Christian businessman was to treat all men 
fairly, charging only what was necessary to cover the basic 
needs of the merchant and his family and not what would maximize 
his profit. This rationale applied at all times no matter what 
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the supply and demand situation was. Even in times of great 
scarcity the merchant could only charge the "just price." 

During the same period, the Guild System evolved. 

Guilds were craft-unions with limited entry. Each profession 
had its own guild and one could not practice or even learn a 
profession outside the guild. In return for the job security 
that the guild system provided, members were required to offer 
their services to all customers who were willing to pay, a 
concept retained in the later English law of the "Common 


Callings." 


The next major development in the regulation of business 
was the evolution of the royal charter. The King or Parliament 


would create a monopolist corporation to carry out some 
specific project or task. Charters were very detailed about 
how the companies could operate, what they were to do and what 
the duties of the corporations were toward the public. 

The last major inputs that helped shape our present 
regulatory system were the concepts developed by the English 
Common Law, the antecedent of our own legal system. Some of 
the basic ideas predate the Norman Conquest in 1066. These 
were developed on a case by case basis by the courts into a 
rather complete system of court enforced business regulation. 

Four major areas of control developed. The first three 
were the definition and prohibition of certain practices: 
restraint of trade, illegal monopoly, and unfair competition. 
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The fourth area of regulation was the classification of 
certain trades as "Common Callings" and the detailed specifi¬ 
cation of what people who followed these professions could 
and could not do. 

Common Callings were professions essential to the public 
such as bakers, brewers, millers, cab drivers, ferry men, 
innkeepers, smiths, surgeons, tailors, and warfingers. 

Since these professions tended to have at least limited monopolies 
in time or space, and since they were essential to the general 
welfare, the public required protection from exploitation. 
Therefore, those following a common calling were required to 
offer their services at a just and reasonable rate to anyone 
who wished to employ them. 

An additional burden was placed on the innkeeper and 
those engaged in transportation. Since their customers were 
often far from home and the opportunity for collusion between 
the innkeeper or cab driver and local bandits was high, the 
courts imposed an absolute liability on these trades to protect 

their clients from harm. 

During the colonial period of the United States, the common 
law doctrines became the basis of the American legal system. 

But further regulatory measures were not developed for many 
years. In general, both federal and local governments adopted 
a laissez-faire policy until the end of the 19th century. 
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Rapid industrial expansion was desired and government inter¬ 
vention in business activity was minimized to allow maximum 

development. 

The laissez-faire policy was slowly eroded under the 
political pressures of the Grange movement. The period 
from 1850 to 1870 had seen a rapid expansion of the railroads 
both in number and area served. This led to intensive competi¬ 
tion between major centers of shipping and commerce with freight 
rates in these markets often falling below out of pocket costs. 
These deficits were covered by charging high rates on sections 
of the system that were monopolistic—generally lower density 
farm markets. Often the cost of transporting farm products a 
relatively short distance were greater than those charged for 
industrial shipments of many hundreds of miles over competitive 

routes. 

Since the majority of the nation's population was still 
rural at that time, the protests of the farmers directly and 
through their Grange association was a potent political force. 
One by one, the states adopted measures to regulate railroad 

rates and practices. 

Finally, in 1887, the Act to Regulate Commerce was passed 
creating the Interstate Commerce Commission, the first of the 
federal regulatory bodies. In its initial form, the commission 
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had little real power. And what power it thought it had was 
gradually eroded by court decisions. However, Congress passed 
additional legislation in 1906 and 1920 that gave the ICC the 
powers it needed to rule on the validity of rates and actually 
set them where required. Since that time, there have been 
few serious challenges to the federal government's role in 
transportation regulations. 

SOURCES OF POWER 

At the state level the powers to regulate business 
activities are based on state constitutional requirements 
that government protect the health and welfare of the citizens. 
Through ratification of the state constitutions the people 
agreed that government could perform these functions for the 

overall good. 

Federal powers must also be based on Constitutional 
standards. However, in the federal constitution there is no 
broad delegation of power to act in the public good. Only 
very specific powers which each independent colony was willing 
to yield to the national government are enumerated. And powers 
not specifically delegated are retained by the states. There¬ 
fore, all federal legislation must be based on one of the powers 

enumerated in the federal constitution. 

There are cases where both the state and federal govern¬ 
ment can theoretically regulate an activity. In these cases. 
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it is often' difficult to decide if both can regulate or 
whether one must yield to the other. The nature of the activity 
and its national impact must be considered to decide this 

issue. 

If the activity to be regulated is so national in scope 
that local regulation would only cause confusion, then the 
federal power is said to be exclusive and state action is 
barred. The courts have made this distinction even when the 
federal government fails to regulate. No regulation is 
thought better than varied local controls. Air traffic 
control is an example of an exclusive federal power. 

Federal power is said to be "paramount" if state action 
is allowed as long as Congress has not acted. There is 
presently a great deal of legal debate whether the control of 
airport noise is an area of exclusive or paramount federal 
power. If the former, then all present and proposed state 
laws regulating airport noise are unconstitutional. If the 
power is the latter, then state legislation will stand until 

Congress decides to create a national plan. 

At this point it is worth noting that the Courts decide 
what kind of federal power exists, and not Congress. Thus, if 
the United States Supreme Court holds that the regulation of 
airport noise is exclusively in the federal sphere, the 
Congressional statements that local control is permissible 
under Public Law 90-411 is invalid. Congress cannot delegate 
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a power to the state which is exclusively federal. 

Powers are "concurrent" when both state and federal 
governments can regulate at the same time. An example of 
this is the power to tax which both possess. 

Finally, there are areas where the states alone can 
act. For example, the federal government cannot pass a 
statute making homicide a federal crime unless it is done on 
federal land or perhaps involves a federal official. Otherwise, 
the power to pass such laws is exclusive to the states under 
their duty to protect the welfare of their citizens. 

THE POWER TO REGULATE COMMERCE 

Under the federal constitution. Congress is given the 
express power to regulate commerce among the states. In the 
exerciseof this power, two questions must be considered: What 
is "commerce among the states?", and is the regulation so 
severe as to amount to a deprivation of property without due 
process under the fifth amendment? 

WHAT IS COMMERCE? 

The definition of commerce among the states is ever 
evolving through court decision. One of the earliest cases 
was Gibbons v. Ogden (9 Wheat. 1, 1824). The legislature of 
New York had given an exclusive charter for the operation of 
steam boats on waters of the state. Ogden, who had been 
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assigned this charter sued to stop Gibbons from operating 
a steamboat between New Jersey and New York City. The 
U.S. Supreme Court held the exclusive grant of the New York 
legislature to be unconstitutional. Since the boat passed 
over the state line, it was in interstate commerce during 
its entire trip. In attempting to prohibit the ship from 
using New York waters while on an interstate voyage, the 
state had attempted to use a power granted to the federal 


government. 

In the 1870 case of The Daniel Ball (10 Wall. 557). 

The steamer was used to transport goods on the Grand River, 
entirely within the state of Michigan. However, some of the 
goods the Daniel Ball carried were destined for other states 
or had come from other states. Based on this, the Court 
declared the Daniel Ball was operating in interstate commerce 
and was, therefore, subject to federal regulation. 

The finding of the court in The Daniel Ball is one of 


the reasons pacific southwest Airlines (PSA) does not accept 
interline tickets or baggage. Their passengers must make a 
distinct termination of interstate service, buy new tickets, 
and start an intrastate trip. Thus. PSA is not subject tjo. 
the economic regulations imposed on interstate carriers. 

The extremes to which the Court will go to find 
interference with interstate commerce and therefore federal 







jurisdiction are-cruite interesting. An example is the 1942 
case of wickard v. Fiiburn (317 U.S. 11) . Mr. Filburn grew 
corn in excess of his quota imposed by Wickard, the Secretary of 
Agriculture. Although all the excess corn was consumed on his 
'farm, Filburn's acts were held to affect interstate commerce. 

If he had not planted so much, he would have had to buy corn j 

on the market. The test was not so much the effects of an 
individual act, but the cumulative effects of many farmers 

acting the same way. 

Perhaps an even*-more extreme case is the case of Katssenback 

v. MeClung (379 U.S. 294, 1964). McClung operated a diner In.,^ 
Alabama. Under the Civil Rights Act of 1964 (42 U.S.C.A. 

2000 et seq.), Congress outlawed segregation in any place of 
public accommodation. A restaurant was a place of public 
accommodation under the Act, ; if it serves or offers to serve 
interstate travelers, or a substantial portion of the food it 
serves has moved in interstate commerce. 

The trial court found that McClung did not treat whites 
and blacks equally. It also found that 46% of the meat served 
in the restaurant had been purchased from a local supplier who 
had in turn purchased it in interstate commerce. But the 
trial court held that the act was unconstitutional since there 
was no demonstrable connection between food purchased m inter 
state commerce and sold in a restaurant and the conclusion of 
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Congress that discrimination in the restaurant would affect 
that commerce. 

The Supreme Court upheld the constitutionality of 
the act. On the strength of Wickard v. Filburn (above), they 
held that Congress could regulate intrastate matters if there 
was an overall impact on interstate commerce and that there 
was evidence in the Congressional hearings that segregation 
in local restaurants serving interstate food could have an 
interstate impact. The Supreme Court then said: 

"But where we find that the legislators, in 
light of the facts and testimony before them, 
have a rational basis for finding a chosen 
regulatory scheme necessary to the protection 
of commerce, our investigation is at an end. (p.303) 
"...The Civil Rights Act of 1964, as here applied, 
we find to. be plainly appropriate in the resolution 
of what Congress found to be a national commercial 
problem of the first magnitude. We find it in no 
violation of any express limitations of the 
constitution and we therefore declare it valid." 

(p.305) 

In summary, the courts have defined what affects 
interstate commerce very broadly, and Congress by basing its 
action on the Commerce clause has been able to pass a great 
deal of legislation concerning the general welfare of the 
nation's population. 

HAS THERE BFF.N A VIOLATION OF THE FIFTH AMEND MENT? 

Under the fifth amendment to the United States 
constitution, "No person shall be. . .deprived of life, 
liberty or property , without due process of law; nor shall 
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private property be taken for public use without just 
compensation." {Emphasis added.) The 14th Amendment extends 
this theory to the actions of state governments. When the 
government regulates a business, it interferes with the use of 
private property. The questions are whether the interference 
amounts to such a deprivation that due process has been violated 
or that compensation was required but not paid. 

One of the earliest cases to raise these issues was 
Munn v. Illinois (94 U.S. 113, 1877). The state legislature 
had passed a law regulating grain elevator operators in the 
city of Chicago. Munn was one of 14 such operators through 
whose plants most of the midwest's grain had to pass. Munn ^ 

failed to comply and defended his action on the basis that hxs 
business was his private property on which the government was 
imposing a burden. 

The U.S. Supreme Court found that government interference 
with property rights was justified under certain instances and 

did not violate constitutional standards. 

"When . . .one devotes his property to a use in 
which the public has an interest, he, in effect, 
grants to the public an interest in that use, and 
must submit to be controlled by the public for the 
common good, to the extent of the interest he has 
created. He may withdraw his grant by discontinuing 
the use; but, so long as he maintains the use, he 
must submit to the control." (p. 125-26) 

o 
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The basis of holding grain storage facilities to be 
"affected with the public interest" seemed to be the virtual 
monopoly position they held in the Chicago market. This estab¬ 
lished the economic condition of monopoly as the basis of broad 
regulation. 

In 1894, the Supreme Court again addressed these issues in 
Brass v. North Dakota ex rel. Stoeser (153 U.S. 391). Again, 
the state passed a law regulating grain storage operators. 

But now there were 600 elevators controlled by 125 operators. 
There was no actual or virtual monopoly on these facts. The 
court, however, felt that the principle of regulation by state 
legislature should be upheld, even though Ue facts were 
different. 

"When it is once admitted, as it is admitted here, 
that it is competent for the legislative power to 
control the business of elevating and storing grain, 
cities of one size and in some circumstances, 
it follows that such power may be legally inserted 
over the same business when carried on in smaller 
cities and in other circumstances." (p.403) 

The test does not seem to be monopoly, but the very nature and 

public need for the services. 

In German Alliance Insurance Co. v. Lewis (233 U.S. 389, 
1914), the Court allowed regulation of fire insurance, since 
it was "practically a necessity." Thus neither monopoly or 
public need were mandatory to grant regulatory policy. 

The last attempt of the Supreme Court to define when an 

industry is so affected with a public interest as to permit 
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regulation was Nebbia v. New York (291 U.S. 502, 1934) • Tbs 
cas© concerned the regulation of the competitive milk industry. 
After agreeing that there was no monopoly, the court went 
on to say: 

"So far as the requirement of due process 
is concerned, and in the absence of other 
constitutional restriction, a state is free 
to adopt whatever economic policy may 
reasonably be deemed to promote public wel¬ 
fare, and to enforce that policy by legislation 
adapted to its purpose." (p.536) 

and further, 

"If the laws passed are seen to have a 
reasonable relation to a proper legislative 
purpose, and are neither arbitrary nor 
discriminatory, the requirements of due process 
are satisfied. ..." (p.537) 

Note the similarity in thought and language to the 
Court's definition of powers under the commerce clause in the 
Katzenback case. In summary, the state and federal govern¬ 
ments both have broad regulatory authority from the public 
welfare and commerce clauses of their respective constitutions, 
with little review by the courts. What then holds these 
powers in check? 

Since most regulatory statutes set up administrative 
agencies to administer them, state and federal Administrative 
Procedure Acts impose procedural safeguards on the operation 
of the agency. People to be regulated must be told of pending 
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regulations, given an opportunity to present their side of 

the case, and finally have rights of court appeal from arbitrary 

action. The courts often use violations of these procedural 

requirements to block policy decisions. 

Secondly, the people through the elective process have 
some control over legislative action. In the last analysis, 
this is the only adequate check on over-regulation and excess 
government control of activities. 

WHEN IS REGULATION IMPOSED ? 

The basic impetus to regulation is the political process. 
Thus, the first step in regulation occurs when some public 
or special interest groupt demands regulation and has enough 
political power to exert pressure on its representatives. 

The second step occurs when the legislature agrees that 
regulation is needed and in the best interest of the people. 

It will then enact the needed legislation. 

After legislation is passed, it is likely to be 
challenged in the courts on any number of points. Therefore, 
the regulation is not final until the courts recognize the need 
and approve of the legislative approach. 

THE RIGHTS OF A REGULATED INDUSTRY 

Even though regulation is imposed on an industry, it is 
not deprived of all its rights- The regulated industry has 
a right to earn a reasonable return on its investment so that 
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it can continue to grow and attract investors. However * .■ 

the right to a reasonable return is not a guarantee. If 
management is inefficient, the government is not bound to grant 
rates high enough to affect inefficiency. 

The industry is also able to impose reasonable rules 
and regulations on the service it supplies. Although it is 
affected with a public interest, it is not obliged to respond 

to every whim of the public it serves. 

Finally, in many cases the industry is given protection 
from competition through government control of entry into 
markets. Since the industry must provide certain services to 
the public under all conditions, it is protected from competi- / ) 

tive forces that might restrict its ability to perform. 

THE OBLIGATIONS 

Like the Guilds and the Common Callings, a regulated 
business must serve any customer willing and able to pay. 

They must also offer safe and adequate services and charge a 
"just and reasonable" price. (What is "just and reasonable 
is the topic of the paper on Basic Rate Making.) 

Finally, the regulated industry must avoid unjust or 

unreasonable discrimination. 

• . *' . : 

There are several types of discrimination, not all of 
which are unjust or unreasonable. They can be classified as: |:;a 


17 


l* 


1. personal - The charging of different rates to 
different persons (or companies) for the same 
service. For example, a non-standby youth fare. 

2. Commodity - The charging of different rates for 
different commodities not proportional to the 
different cost. An example would be higher 
charges for manufactured goods than for bulk 
commodities of the same weight. 

3. Place - The charging of different rates for the 
transportation of the same commodity and level of 
service over different distances not justified by 

v 

costs alone. The treatment of farmers on monopoly 
segments by the railroads before the Grange movement 
was place discrimination. 

4. Temporal - The charging of different rates for the 
same service at different times, e.g., peak-hour 
premiums or off-hour discounts. 

It must be noted that not all of these are illegal even though 
each is a form of discrimination. 

SUMMATION 

Both federal and state government have great powers to 
impose rules and regulations on the conduct of businesses. The 
sources of these powers are historical and embodied in constitu¬ 
tional provisions at both national and state levels. 
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Certain duties can be imposed on regulated businesses 
that are not imposed on free enterprise in general. However, 
the regulated industries are granted special privileges xn 
return. These duties and privileges result from a balancing of 


the interests of the general public and the entrepreneur 
who engages in a business "affected with the public interest. 





BASIC RATE MAKING 

BY J. F. Vittek 
Deputy Director 
Flight Transportation Lab 
M. I. T. 

July 19, 1972 


Abstract 

A description of how rates are set. Topics include 
the determination of a fair rate of return, the rate base, 
allowable expenses, load factors, and seating configurations. 



It is conceded that the government hds broad powers to 
control the economic policies of certain industries, including 
the power to fix maximum, minimum and exact rates and fares. The 
Civil Aeronautics Board has rarely actively used this power, 
preferring to rule on the reasonableness of rates filed by the 
carriers on a case by case basis. However, the General Passenger 
Fare Investigation of 1960 and the present Domestic Passenger fare 
investigation, indicate that the Board will probably take a 
stronger position on rate regulation in the near future. 

The Rule of Ratemaking 

In the 1960 G. P. F. I -, the C. A. B. decided to adopt 
the traditional ratemaking process used to regulate railroads 
and public utilities. The present D. P. F. I. is settling issues 
of how the traditional approach should be applied to the air 
industry. The "Rule of Ratemaking" sets out those factors that 
the Board must consider in establishing its regulatory policy. 

The factors are: 

1. The inherent advantages of air transportation 

2. The potential effect of the rate on the movement of traffic 

3. The quality of service to be offered at the rate to be 
established 

The public need for efficient and adequate air transportation 
at the lowest reasonable cost 
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5. The carrier need for sufficient revenue to operate 
the service under efficient, honest and economical 
management 

Revenue Requirements 

Under the utility theory of rate making, total revenue 
requirements are computed as follows: 

R = OC -t- fV-D)r 

Where: 

R = Revenue Requirement 
OC - Operating Costs 
V — Gross Value of Investment Property 
D =• Accumulated Depreciation 
r - Rate of Return 

The total revenue should cover the operating costs and 
yield a sufficient return on the value of the investment to 
attract and hold new sources of finance. The term (V-D) is often 
referred to as the "Rate Base" which represents the value of the 
present investment. Hence, this approach is known as the Rate 
Base Method" of rate determination. 

Operating Costs 

The operating costs category can be broken down into three 
subcategories. 
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1. Out of pocket operational expenses 

2. Depreciation of property 

3. Local and Federal taxes 

Problems are often encountered in determining what items 
should be included in each subcategory, especially 1 and 2. 

Usually, the rate making authority will allow business expenses 
that result from arm's length bargaining between the firm and its 
suppliers in the exercise of managerial judgement. Management is 
not held to a standard of perfection, but costs arising from in¬ 
efficiency, improvidence or extravagance will not be allowed into 
the revenue calculation. 

What costs will be allowed vary from, one industry to another. 
The monopolistic utility industries probably have the tightest 
cost restrictions! Although the costs imposed by the regulatory 
process are usually allowed, many areas are disputed. For example, 
funds expended for dues to trade associations, advertising and 
promotional costs and public relations expenditures are closely 
watched. So are the salaries and benefits of executives, and 
charitable contributions and donations. 

Depreciation 

From a bookkeeping standpoint, there are several acceptable 
ways of accounting for depreciation of assets. Likewise, there 
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is some freedom in assigning a useful life to an asset, and its 
residual value at the end of the depreciation period. Thus there 
are many combinations of techniques that could be applied. 

To avoid confusion and promote uniformity, the regulatory 
body will determine what technique shall be used for rate mahing 
purposes. This does not mean that the industry is compelled to 
use the specified depreciation scheme for all purposes. On the 
contrary, the company may use one technique for regulatory matters, 
another for its internal use and perhaps a third for tax purposes. 

But all companies filing with the regulatory commission will use 
the same technique, life time and residual value for similar types 

of property. 

Depreciation actually enters the revenue equation twice. In 
addition to being an allowable cost, it is used to decrease the 
value of the rate base. As the asset is used up, the company’s 
allowable return is lessened. 

The Rate Base 

The determination of what assets are to be included in the rate 
base has been a fruitful area for lawyers and economists because 
of the great deal of litigation it creates. In general, the rate 
base can include any assets used and useful in the operation of 
the business. These may include all kinds of current, fixed or 
intangible assets. However, not all assets of all types are allowed 
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Duplicate and unnecessary property is. excluded'* Property that 
is obsolete and abandoned must be dropped from the rate base. If 
the property is held for non- transportation purposes its value 
cannot be included. Finally, rented or leased property is not 
include able in the rate base. Rather, the rental fees paid would 
be deducted as an operating expense. 
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Valuation 

Once the decision is made as to what can be allowed in the 
rate base, the agency must decide how it should be evaluated. 

Many approaches have been tried. For example. 

1 . Ori ginal cost - what was originally paid for the item 

2 . ^production cost - what it would cost to replace the asset 

at the present time 

3. Prudent investment - That portion of the original cost that 
was not frivolous or unnecessary 

4. Market Value - what the asset would bring if sold 


Since the mid-1930's, the courts have allowed the agencies to 
impose any reasonable rule on the industry. This is the "End 
Result Test" stated in Federal power commission v. Hope Natural 

Gas Co. (320 U.S. 591, 1943). 

n °x f "the'total effect^ofthe rate'orderTannTbe said 

?o U be S unjust and unreasonable, judicial inquiry under the Act 
ia at an end. The fact that the method employed to reach 
that result may contain infirmities is not then impor an 

(P 602) 


tl 
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Rate of Return 

The change in the allowed rate of return from 4% to 5% 
would have the same effect on the revenue equation as 20% up¬ 
ward evaluation of the rate base. But although there has been 
a great deal of discussion and litigation over a few percent 
difference in rate base computations, there is curiously little 

debate over the rate of return. 

In general, the rate cannot be confiscatory. 'That xs, it 

should not be so low as to seriously deprive the investor of the 
revenues from his property. Yet it is not a guarantee. The rate 
of return is an industry standard which some firms may surpass 
and some never reach. And since industry conditions change, the 

allowable rate of return must be adjusted over time. 

in general, the agency must balance the needs of the consumers 
against those of the investors. It must also consider the relative 
interests of the debt investors and the equity investors. 

in evaluating the rate of return needed to attract debt 
investments, the agency uses the "cost of capital" standard. That 
is, the regulated industry must be able to attract capital on 

terms that will: 

1. Maintain its credit standing 

2. Protect the financial soundness of the firm 

3. Maintain the integrity of presently outstanding debt 


investment 
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Equity owners, on the other hand, are interested in the 
"comparability of earnings". Their return should be commensurate 
with those from firms with similar risks. 

When the commission determines the returns needed to attract 
debt and equity credit, it must look at the rate of debt/equity 
financing to determine the overall return needed. Table 1 shows 
how the overall cost of capital fluctuates with the change in the 
debt/equity percentage s. 


Price S tru c ture 

Once the factors in the revenue equation have been selected, 
the overall financial need of the industry is computed. The reg¬ 
ulatory body must then examine the price structure to see if it 
yields the proper amount of revenue. If not, the agency can es¬ 
tablish various price guidelines. 


Minimum Prices 

The establishment of minimum prices that can be changed for 

■ I ' • • ■ • ■ - ;v .-. ■ • j 

given goods or services has several economic results. First, it 
protects the industry from competitive price cutting. It may also 
provide protection from exploitation if the buyer is a superior 
economic force. (Minimum wage standards are an example of 
protective minimums), 
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Minimum price stan¬ 
dards also effect the supply 
and demand of the quantity. 
As Figure 1 shows, in a 
free market, supply and 
demand would be in equi¬ 
librium at price P and 



quantity Q. When the price figure i 

is raised to P m i n by the regulatory agency, demand is reduced 
to Ql. If supply is controlled, this could be used as a way to 
conserve scarce resources. However, if supply (or capacity) is 
not controlled, the producer will increase his output to Q2 creating 


excess supply. This effect can be observed in the farm subsidy 
program where farmers attempt to get maximum output from their 


assigned acreage. 


Maximum Prices 

The major reason to set price maximums is to protect the 
consumer from exploitation. However, there are several important 
economic effects that must also 
be considered. In Figure 2, sup¬ 
ply and demand would dictate a 
market for Q of a good at price P. 

The suppression of the price to 

P m ax will induce producers to Ql Q Q2 

FIGURE 2 
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supply less (Qi>. while increasing demand to Q 2 . Since price 
no longer controls the market, some rationing scheme must be 
devised. 

This could be used as a technique to limit production of a 
product using scarce commodities, or as a way of diverting pro¬ 
duction resources to other areas since the supplier will look 
for new products as his market decreases. 

Exact Rates 

Finally, the agency could specify the exact rate to be 
charged for particular goods or services. In this case, the 
regulator substitutes its decision for the market. 

Any such decision must be based on the average industry 
cost structure. This results in excess profits for the low cost 
efficient producer, while the inefficient producer may be forced 
out of the market. In a competitive market, the loss of the 
inefficient producers would diminish supply. As a result, price 
would go up, the efficient producer would produce more, and price 
would come back down until equilibrium is attained. 

However, since the price is fixed, the efficient producer may 
not be induced to increase his output when the inefficient suppliers 
leave the market. This could result in the same situation as the 
setting of maximum prices. 
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Pricing Problems 

The cost structure of any industry can be divided into the 
direct costs of producing a product or service, and the indirect 
costs of supporting the general administrative aspects of the 
firm. Any allocation of the indirect costs to the price charged 
for the product must be arbitrary since they are really not 
directly related. The scheme itself may not treat products 
arbitrarily, but the selection of the scheme is. For example, 
indirect costs could be proportioned on the basis of percent sales, 
or percent direct cost, or according to a number of other reason¬ 
able formulae. But management is free to select whatever basis 
of allocation they feel best suited to their firm. 

Therefore, when an agency regulates an industry with more 
than one product, it must somehow allocate the indirect costs to 
those products when it sets a price. Several techniques are used. 

Cost of Service Pricing 

In this method, the agency tries to allocate the indirect cost 
as part of the price according to some plans. The price would also 
include the direct cost component. Such an approach is best suited 
for setting minimum rates since at least direct costs must be 
covered for each product. 
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V.alue o .£....Se c yice.Pricing 

This technique is based on the theory that market demand 
may place a premium on some services in. excess of actual cost. 

Thus, by putting more indirect costs into the price of these 
products, the agency lets demand allocate the distribution of 
the indirect cost component. Since no one will use the service 
if the rate exceeds what the market will bear, this method es¬ 
sentially establishes a maximum price. 

There is a variation of the value of service method called 
value of commodity pricing which is sometimes discussed. Thus, 
a high value product pays a high rate. Since the only possible 
economic justification for this is the additional risk the 
carrier incurs from potential damage, the method has fallen into 

disuse. 

Public Policy 

Finally, an agency may set rates on the basis of public policy 
rather than cost, feeling that the public interest outweighs 
economic efficiency. An example is reduced fares for the elderly 

on public transit. 

Such a policy places the extra cost on the transportation 
company and ultimately on the other users. 

/ 


Summary 


Classic rate making is easily describeable, even though its 
implementation is often difficult and fraught with judgemental 
problems. How the CAB will resolve these issues will be seen 
at the completion of the Domestic Passenger Fare Investigation. 
Dr. Miller's paper will address the specifics of that invest!- 
and what has been decided to date. 
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A CRITIQUE OF CAB REGULATORY POLICY* 

by 

James C. Miller IIT, 
Department of Economics 
Texas A&M University 


I was asked to do a critique of CAB regulatory policy, 1 and since 
I am a critic of the CAB, this might seem like a very easy task. However 
when an economist broadcasts a critical evaluation of a government 
agency,there are several problems of communication and persuasion. 

First, not everyone has in mind the same criteria for judgement. The 
CAB is alleged to have several objectives: economic efficiency, equity, 
and other national goals. In my presentation on the 13th, 2 I tried to 
show that economic efficiency, if not an all-encompassing objective, 
should be an overriding one in most cases. Secondly, whenever anyone 
proposes an institutional change, there is not much experience to go 
on. For example, I read Paul Cherington's review of Bill Jordan’s 
book. 1 While I agree with Paul on some points, I think to criticize 


*Presented at a Summer Workshop on "Air Transportation Systems Analysis 
and Economics," conducted by the Flight Transportation Laboratory of 
the Massachusetts Institute of Technology, and sponsored by the Office of 
Aeronautics and Space Technology, National Aeronautics and Space Administra 
tion (July 211 1972 )'. Portions of this presentation are excerpted from a 
study on airline regulation the author and George W. Douglas are preparing 
for theBrookings Institution. The standard disclaimer applies. 

■^The scope of this paper is limited to economic regulation of domestic 
air transport by the U.S. Civil Aeronautics Board. 

^'Determination of Fares: Pricing Theory and Economic Efficiency, 
this Workshop. 

■ ■ ■ ! ‘ _ • .’■ . 

^Review by Paul W. Cherington of William A. Jordon, Airli n eRe g ulat^ofl 
in America: Effects and Imperfections (Baltimore: Johns Hopkins Press, 19 0) 

Journal of Economic Literature (June 1972), pp. 496-7, 
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Bin for drawing implications about CAB policy from tha FSA experience 
is merely to reveal that there are precious few cases of alternative 

institutional patterns in commercial aviation. 

Moreover, economists who speculate about institutional change, 
often do not seem very helpful. X am reminded of a story Milton Ft edman 
told during his AEA Presidential address. 4 A phyeicist, a chemist, and 
an economist were marooned together on an island. They were starving 
to death whan a case of splnech floated up on shore. The chemist 
claimed that if they put the can into the fire, he could predict the 
exact moment when the top would explode. The phyeiciet cleimed he 
could, at that moment, plunge his hand into the fire and point 
at the precise angle such that the splnlch would deecribe e parabolic 
arc, terminating on the banana leaves spread on the ground near-by. The 
economist's contribution was "Let's assume we had e can opener." A lawyer 
would have asked, "To whom does the cen opener belong?" 


I. CAB Control over Rates 

The Federal Aviation Act of 1958 gives the Civil Aeronautics Board 
control over airline rates and entry. After several eborted attempt., 
the Board held a General Passenger Fare Inveetigation over the period 
of 1956 to 1960. All they could really conclude from thla effort 
that the carriers were entitled to a 10.5 percent return on Investment. 
They could not even determine the reasonable level of faree. 

Eightieth Annual Meeting of the American Economic Association, 
Washington, D.C., December 29, 1967. 
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The Board initiated the Domestic Passage Bare Investigation (DPFI) 
in 1970. Some work on this is still going on. The Investigation was 
divided into nine phases, as indicated in Table 1. The first three were 
rule-making proceedings, the rest were public hearings. 


Table 1: 


of the Domestic Passenger Far^ investlgation 
(CAB Docket 21866-1 through 9) 


Phase 

1 

2 

3 

4 

5 

6 

7 

8 
9 

Rate Level Issues 


Title 

Aircraft Depreciation 

Leased Aircraft 

Deferred Federal Income Taxes 

Joint Fare3 

Discount Fares 

Load Factor and Seating 
Configurations 

Fare Level 

Rate of Return 

Fare Structure 


Cases involving rates are, by convention, broken down into issues 

. -I 

involving rate level (or average yield) and rate structure (or the rela¬ 
tionship one rate has to another). First, the rate level. The rate level 
issues in the DPFI are 1, 2, 3, 6, 7, and 8. Skipping 1, 2, and 3, we 
move onto 6, 7, and 8. 

Essentially, the Board had to determine the connection between load 

Should the Board control carrier load factors? 


factor and fare level 
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Can the Board control load factors? If they can control them, what la 
the optimal load factor? The presentation made by the Department of 
Transportation in the Investigation is consistent with what. I presented 
on the 13th. That analysis is summarised in Figure 1. 

AS shown in the figure, there is a break-even load factor for 
each fare over a broad range of fare levels. Carriers can break even 
at a high fare and low load factor, or they can break even at a low 
fare and a very high load factor. The dynamics are that carriers, by 
competing with each other, tend to eliminate excess profits by reducing 
load factors toward the break-even load. On the other hand, if load 
factors are below break-even, carriers will tend to constrict capacity 


and drive load factors upward. 

In decisions on phases 6, 7, and 8 of the Investigation, the Board 


went along with the controversial view we had advocated at DOT: 


"In the Board’s view, a policy of basing fares on 
factors can only lead to increasing overcapacJity, 1witlt 
traveling public being asked to pay higher fares to eompensat 
the carriers for the cost of operating an increasing number of 
Relate! This result is virtually inevitable because schedules 
constitute the major competitive device “triers in the 
efforts to preserve and enhance their participation in the trattlc 
markets which they serve. In any given market, the ^tier with 
the greatest number of schedules will normally carry .he largest 
number of passengers. Thus, the desire to maximize market P*rtl- 
cination creates powerful incentives to add capacity. The con- 
travailing incentive is supplied only by the imperative of =ronomlcs-. 
Schedules cannot be added Indefinitely if the load factors achieved 
are insufficient, at the prevailing fare levels, to permit the 
carriers to cover costs and return a profit. But this economic 
incentive loses its force if the carriers are able to raise their 
fares to cover declining load factors. In that event, the pressure 
Of competition to add schedules will become virtually 
and will inevitably lead to a long-term decline in load factor, 
rising fares to support higher levels of unused capacity, and, 
because of regulatory lag, a ^hronically depressed profit level 
for the industry as a whole." 




L CAB Order 71-4-54, April 9, 1971, p. 5, 
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I have nothing but commendations for the Board in that decision. 

Eventually fares are to be established commensumate with a 55 percent 
load factor. 

Let us now look at the question of return on investment. Table 2 
summarizes the Board’s position, the carriers’ advocacy position, the 
Examiner’s initial decision, and the Board’s final decision. The 
Board came out with a 12 percent rate of return for trunk carriers, 12.35 
percent for local service carriers, and based both on an "optimum” 

debt-equity ratio. Over the past years, especially the local service 

\ 

carriers have been increasingly financing their investment with debt 
rather than equity. Since debt is less costly than equity, this reduces 
the cost of capital. The decision was to ask the question, "What 
would be the carriers’ cost of capital if the debt-equity ratio were 
commensumate with "sound financial management?" Tne effect of choosing 
the "optimum” rather than the actual debt-equity ratio is to give the 
carriers a higher allowable rate of return. 

DOT made the argument that the Board really cannot fix carrier 
rate of return very well. If one believes the carrier competition 
dynamic, it stands to reason that excess profits will be eliminated 

_where "excess” is defined as a rate of return above that which the 

carriers themselves require. Essentially, by attempting to regulate 
rate of return the Board finds itself in the uncomfortable position 
depicted in Figure 2. 

Suppose that in the figure R. is the load factory-average yield trade-off 

curve consistent with the carriers’ perception of rate of return. Suppose 

R connotes the Board's "entitled" rate of return. The Board now finds 
0 


r 


'■•*r**! 


Table 2 


Proposed and Decided Rates of Return 
(and Cost Bases) in Rate of Return Phase of the DPFI 


Position/Decision 

Cost of 
Debt 

(in percent) 

Cost of 
Equity 
(in percent) 

Debt-Equity 

Ratio 

Return on 
Investment 
(in percent) 

Trunk Carriers' 
Position 

6.63-7.60 

16.00-18-00 

40/60-45/55- / 

(optimum) 

12.25-13.50 

Local Service 
Carriers' Position 

9.50 

20.00-21.00 

55/45 
(optimum) 

14.225-14.675 

Bureau of Economics 

' Position 




Trunk Carriers 

Local Service 
Carriers 

5.70 

16.00 

58.9/41.1 

(actual) 

10.50 

11.50^ 

Examiner's Initial 

Decision 




T,runk Carriers 

7.00 

17.00 

60/40(actual) 

11.00 

Local Service 
Carriers 

8.50 

^30.00 

88/12(actual) 

11.00 

■Board's Final Decision 




Trunk Carriers 

6.20 

16.75 

45/55 

(optimum) 

12.00 

Local Service 
Carriers 

7.25 

20.00 

60/40 

(optimum) 

12.35 



— Counts convertible debentures as equity. 

2 / 

— Based on the Bureau's judgment that local service carriers are 
entitled to one percentage point in excess of the return for trunk 
carriers. 
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F q the appropriate fare level. The carriers are earning excessive 
profits at F q , so they invariably add capacity. Average load factor 
falls. The Board then entertains arguments that the per-passenger cost 
exceeds that predicted (because load factors are now lower than antici 
pated),and a fare increase is in order. This iterative process will 
continue. In sum, if. the Board tries to "enforce” a rate of return 
either above or below the carriers' necessary rate of return, fares 


will either soar or plummet respectively. 

The point is, you cannot regulate bo th load factor and rate of 
return by regulating fares. In fact,fares really regulate only load 
factor; the carriers through non-price competition, set their own rate 

of return. The decision reads: 

"The rates of return specified herein will be used in 
standards for measuring the reasonableness ot the genera 

domestic passenger fare level. They are not a ° aadard 

regarded as guarantees that any axr carrier will earn the standard 
return in any given year or period of years, or that the industry 
as a whole win achieve the specified rates in P«txcul« 
neriods 1,1 . . . The fact that earnings m a particular year are 
either above or below the standard rate of return would not be 
an occasion for fare adjustments unless the fares are signifi 
cantly out of line with those required to produce reason e 
earnings at the standard load factor. The Board believes that 
a firm adherence to this policy will enable the mdu y, 
during representative periods, to cover its cost of capital 
and provide investors with reasonable compensat:ion *° r J*® , 

risks taken and permit the carriers to attract needed additional 

capital.” (footnotes omitted). 


^CAB Order 71-4-58, April 9, 1972, p. 3. 

^CAB Order 71-4-59, 71-4-60, April 9, 1972, pp. 73 4 





Again, I think that is a very enlightened decision. 

Rate Structure Issues 

So much for the fare level questions. Now let us move on to 
issues concerning fare structure. Briefly.economic efficiency 
requires that the fare in any given market be equal to the average and 
marginal costs of providing that service. We have a lot of evidence 
that this condition does not presently hold. The Board in its Phase 
4, joint-fare decision found that in every single ®*?ket where inter¬ 
line service is available the consumer should be offered a fare that 
is no higher than the sum of the "local" fares minus a $4.00 cost saving. 
Although this surely is a meat-axe approach, essentially I would agree 
with the policy conclusion, namely that fares should reflect the level 
of (average and marginal) cost. 

In the discount-fare phase of the Investigation, we have only the 
Hearing Examiner's report. It was a conservative decision; he concluded 
that the discount seems to be too large in some cases. He also said 
discounts should be available only during certain parts of the week. 

My position is that discounts per se are instances of (third degree) 
price discrimination. Whenever you have "eligibility requirements," 
there are economic efficiency losses. Furthermore, I would conjecture 
that carriers do themselves harm in many cases by having discounts. 

In the fare structure phase of the Investigation, the principle 
issue was what form the "fare curve" should take. Since 1969, the 
carriers have computed the basic coach fare from a formula approximately 
as follows: Fare - Fixed Charge + (Charge per mile x Distance). Obviously 
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a carrier with a preponderance of long-distance flights would not like 
to see the "taper" (i.e., slope of the fare-per-mile curve) increased. 

On the other hand, a carrier with a preponderance of short-haul flights 
might like to see an increase in taper. 1 Of course, the resulting 
fare taper arguably had to give the industry as a whole revenues suffi¬ 
cient to cover costs. The question boiled down to who would have an 
easier time of it—which carrier’s proposal (if any) would be adopted. 

This was the great debate. 

The second issue was what relationship different classes of fares 
would have with each other. Would first class fares be 133 percent of 
coach fares, 150 percent,or 110 percent? What about night coach and 

economy fares? 

A third issue was the "zone of reasonableness" proposal that got a 
lot of play because of the Justice Department and DOT pushed it. What 
we (DOT) suggested was that in order to inject price competition into 
the airlines—that is, instead of deciding on a fare formula to which 
all carriers would in effect be required to adhere—go ahead and establish 
a fare formula and allow some deviation up and down. Within this "band" 
(DOT recommended + 15 percent), fares would be lawful on grounds of 
reasonableness. Fares could still be declared unlawful on grounds of 
preference and prejudice. The essence of the proposal is described 

in Figure 3. 

Some carriers, those most afraid of price competition, opposed the 

zone of reasonableness proposal with great vehemence. Interestingly 

enough, American Airlines, who is traditionally the price leader in 
^^ . / 

^Several of the local service carriers did not want short-haul fares 
raised very much, claiming that they were as "high as travellers could 

afford"' already. . 
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the industry, came in with exactly the same proposal. Most carriers 

were aghast at this show of initiative. 

According to the Examiner's rendered opinion in phase 9, this 
concept, be it + 15 percent or even +5 percent (as the Board's Bureau 
of Economics had recommended) should be squashed. 'The Board, however, could 
reverse the decision. If it does, I hope that the zone is made quite 
wide, since one so narrow as +5 percent would not make enough difference 
to generate much price competition. 

DP FI Summary, 

Table 3 summarizes the results of the DPFI as of this date. 

II. Entry, Exit, Merger, and Collusion 

Entry of New Firm, and Choices of Carriers 

Let us move now to the second type of control the Board exercises, 
namely determining which carriers which serve markets. Section 401(a) 
of the Federal Aviation Act requires that any carrier serving a market 
must obtain a certificate of public convenience and necessity from the 
Board. Has the CAB ever authorized a new full-fleged trunk carrier? 

The answer is, "no". The Board has never certified a new trunk carrier, 
although it has certified other groups of carriers. As indicated in 
Table 4, the trunks were certificated in 1938 when the Board came into 
existence. The local service carriers were given temporary authority in 
the 1940's and finally given permanent authority in 1955. Supplementals 

were certificated on an interim basis in 1962. 

Table 5 compares the average size of an original trunk carrier with the 
average sizes of trunks and "other" carriers today. In 1938, the average 





Table 3 


Comparison of Policies; GPFI (1960), Policies Developed Subsequently, 


Policy Issue 
(Phase of DPFI) 

. Flight Equipment Investment 

. Leased Aircraft 

. Deferred Federal Income 

Taxes 

. ' Joint Fares 



6A. Seating Configuration 
Standards 

6B. Load Factor Standards 


Policies Developed 
GPFI (1960) Subsequently 

Straight-line 

writeoff 

Not included in 
rate base 

Included as 

current 

expense 

- a. Rate based on 

sum of local rates 
minus cost saving 


b. Division based 
on local rates 


Discriminatory 
discounts encouraged 


Rejected 


and DPFI (1971) 


DPFI (1971) 
Affirmed 


Affirmed 


Affirmed 


a. Rated based 
on sum of 
local rates 
minus cost 
saving. 

b. Division based 
relative 
carrier costs. 

Discriminatory 
discounts . 
permitted 

Standards adopted, 
regulation 
implicit. 

Standards adopted, 
regulation 
implicit. 










Table 3: (continued) 






Table 4: Certificated Carrier Groups 

by the Civil Aeronautics Board* 


and Dates First Authorized 



All-Cargo 
Commuters 


Date First Authorized 
August 22, 1938 

November 5, 19^3 (experimental); 
June 1, 1955 (permanent) 

October 9, 1962 (interim); 

, March 11, 1966 (permanent) 

July 29, 19^9 
February 20, 1952 







TABLE 5 


1971 Revenue Ton Miles Per Carrier Compared with 1938 
Trunk Revenue Ton Miles Ret Carrier, by Carrier Group. 



Total Revenue 

Tryn—T'/i T OS 

Number 
of Carriers 

Revenue Ton-Miles 
Per Carrier 

Group 

Or“i,ooo,ooo) 


(X 1,000,000) 

Trunk (1938) 

55.3 

16 

3.5 

Trunk (1971) 

12,288.7 

11 

1,117,2 

Local Service 

850.5 

9 

9^.5 

Supplemental 

285.5 

14 

20.4 

All-Cargo 

301.5 

2 

150.8 

Commuter 

47.1 

179 

.3 


n 0 anrt r.AP . Handbook 

of Airline Statistics. 19&9 Biition 

Sources: laDie 

p.12. 






18 


trunk carrier accounted for 3.5 million revenue ton miles. The trunks 
of today grossly exceed that number. The average local service carrier 
is 20 to 30 times as large as the trunk carrier of 1938. Even an average 
commuter airline today carries almost one-tenth of an original trunk's 
traffic. 

The point I wish to emphasize is that the effect of CAB regulation of 
entry of new firms has been to protect the original trunks. The Board 
has never certificated direct competition on an equal footing with trunk 
carriers. It introduced local service carriers as feeders to trunk 
carrier terminals. That helped the trunks because it got them more 
traffic than they would have had otherwise. But note that it took a 
public law in 1955 to get the local service carriers permanent certificates 
The big fight over the supplemental was the same way. The trunks were 

afraid of encroachment into their markets. It took a public law to get 
the supplemental certificated. 

For the commuter airlines, "Part 298" was set up in 1952. Part 298 
said that if you wanted to run an airline with aircraft that weighted less 
than 12,500 lbs. gross take-off weight, that would be OK with the Board. 

Of course, everyone knew that service with such a vehicle just could not 
be viable. Technology, however, has changed all that, and today there are 
many carriers providing very good service with light-weight equipment. 
Recently, the local service carriers proposed that the Board start regu¬ 
lating the commuter carriers because they were giving the locals too much 

I . ’ 

competition. The fact that commuter carriers exist in many local service 
markets and even compete in some trunk carrier markets— despite immense 
handicaps—should suggest something about the effects of (de) regulation 








19 

or the efficiency of air carrier operations. 

Entry into City-Pair Markets, 

What about entry into city pair markets? One thing to note immediately 
is that the percentage of "monopoly markets" had been decreasing over 
time. As late as 1955 almost half the trunk carriers' traffic was in 
non-competitive markets. As shown in Table 6, today less than a quarter 

is in monopoly markets. 

Entry has taken place in a number of ways. The difficulty is that 
there is no good aggregated measure of this entry. Table 7 shows 
route miles operated by the trunk carriers has increased over time, 
especially between 1966 and 1968. Another measure is the number of points 
served. As shown in Table 8, this also has been increasing over time. 

Whenever entry into a city-pair market is proposed, the Board tra¬ 
ditionally looks to several criteria in interpreting its statutory mandate 
First, the Board must decide whether a carrier is fit, willing and able 
to serve. More importantly, the Board must also determine that there is 
a need, in the public interest, for the service. An incumbent carrier 
is going to object to having additional competition. What you inevitably 
get into are proceedings where Che incumbent carrier says, "no, we are 

providing great service," and the petitioning carrier says, "no, they are 
not providing good service, we are going to provide better service." It 
usually comes down to who has the best argument. And weights of legal 

arguments do not necessarily coincide with economic forces. 

Another consideration is that procedure discourages entry. Why bother 
to get into a new market if you have to go through a morass of expensive 
litigation? This obviously is a constraint. 
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TABLE 6 


Percentage Share of Carrier and Group Revenue Passenger^Miles in 
Competitive Markets, Selected Years, 1955-19/0.— 


Carrier/Group 

1955 

1960 

1970 

American 

58.6 

77.2 

83.0 

Eastern 

46.3 

73.7 

76.6 

TWA 

62.9 

78.8 

91.1 

United 

61.3 

71.0 

67.5 

Big Four 

b/ 

b/ 

79.8 

Braniff 

32.4 

50.2 

66.0 

Continental 

12.5 

65.2 

79 A 

Delta 

37.9 

58.9 

67.9 

National 

80.2 

88.0 

89.1 

Northeast 

8.7 

79.9 

88.9 

Northwest 

59.3 

73.9 

63.5 

Western 

54.4 

53.4 

73.4 

Other Trunks 

b/ 

b/ 

73.7 

All Trunks 

55.6- 

12.2- 

76.5 


a/ A market is considered competitive if no one carrier has over 90 
_ percent of the traffic in that market; 

b/ Not available. , . T7 j a 

c7 Weighted average; includes data for Capital (which merged with Unite 

in 1961), not shown in table (49.2 in 1955, and 70.5 in 1960). 

Sources: 1955 and 1960 -Rlchard J. Barber, "AirUneWn rgera. Monopoly, 
and the CAB,” Journal of Air Law and Commerce , Vol. 28 (1961-1962) , p. Z1J, 
1970—CAB DockeFT3BT2"T , NoFtiwe8t-National Merger Case”), BOR—16617a 


■a 



TABLE 7 

Weighted Average Route Miles Operated, by Carrier, Domestic Operations, 
1938, 1960, and 1965-1970 (in thousands of miles). 


Carrier 

1938 

i960 


1266 

Ml 

1968 

1969 

1210 

American 

6.8 

7.0 

6.7 

6.7 

6.7 

6.7 

6.3 

8.5 

Eastern 

5.3 

7.6 

7.6 

7.5 

9.3 

10.1 

10.4 

11.4 

TWA 

5.7 

7.1 

6.9 

6.6 

6.5- 

6.5 

7.6 

9.1 

United 

5.3 

6.4 

9.8 s/ 

9.7 

9.9 

10.1 

10.1 

12.6 

Braniff 

2.5 

5.3 

5.4 

5.4 

6.4 

7.0 

9.0 

12.5 

Continental 

0.6 

4.5 

3.7 

3.7 

4.7 

5.7 

6.6 

8.8 

Delta 

1.1 

5.7 

8.5 

8.5 

- 8.5 

8.5 

8.8 

10.0 

National 

0.9 

2.9 

5.8 

5.8 

5.8 

5.8 

6.3 

5.4 

Northeast 

0.6 

2.5 

2.2 

2.2 

2.2. 

3.0 

5.1 

7.2 

Northwest 

2.5 

4.8 

5.1 

5.2 

4.6 

4.5 

4.6 

7.1 

Western 

1,2 

4.6 

4.5 

4.5 

4.6 

4.7 

5.5 

9.7 

Big Four 

y 

28.2 

31.0 

30.5 

32.4 

33.5 

34.4 

41.6 

Other Trunks 

y 

35.1 

35.2 

35.3 

3 6.9 

39.2 

45.9 

69.9 

All Trunks 

y 

63.6 

66.2 

65.8 

69.2 

72.7 

80.4 

111.5 


a/Capital merged with United on June 1, 1961 . At that time. Capital operated 4,300 route miles 
b/ Not available. 


Sources: United States Civil Aeronautics Board, Handbook of Airl ine Statistics, i 960 
p. 384; and ibid , 1971 Edition , p. 4C4J and U.S, Civi l Aerona utics Board Rerorts .to 
Fiscal Year 1970 . p. 126. 


Edition, 
Congress . 
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TABLE 8 



1228 


59 

42 

27 

38 

21 

8 

13 

13 

16 

21 

12 


71 

104 

59 

63 

5b 

37 

63 

37 

^5 

3b 

37 


1262 

55 

95 ' 

49 

89 

39 

21 

6o 

36 

41 

31 

28 


Operations, 1938, 

1960, 

and 1965- 

■1970. 


I 966 

1 aSL 

1268 

1262 

1910 


5b 

5b 

55 

55 

58 

R 

sJj 

8 ;. 

85 

85 

85 

83 

. f’ 

’ (* 

43 

43 

41 

41 

45 


89 

89 

90 

90 

92 

‘ 

36 

36 

36 

32 

37 


23. 

24 

24 

24 

28 



60 

36 

43. 

30 

28 


59 

36 

36 

30 

28 


59 

36 

36 

31 

3b 


59 

36 

39 

31 

34 


36 

40 

3^ 

3b 


Mg', p. 6 T; and ‘1260, P- 61 . 
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On the other hand, the Board, rather than constraining entry, will 
sometimes ’’force” carriers into markets. In their sub-part M proceedings, 
the Board put the local service carriers on notice that it would attempt 
to reduce subsidy requirements by giving the locals longer-haul, higner- 
density markets in competition with trunk carriers. From these markets 
the locals would earn profits which would then be used to offset losses 
in less-dense, shorter-haul markets. But given that locals often have an 
equipment disadvantage, how can they be expected to make profits in 
markets which the trunks themselves have trouble covering costs? As 
could have been predicted, this effort has failed. 

Bill Fruhan has talked about another type of "forced entry." He 
depicted the entry game as a prisoner’s dilemma. A carrier gets into a 
route prematurely because, though he knows he will lose money if he gets 
in, he will lose more money if he fails to take adavntage of the opportunity. 
Of course, if there were no controls on future entry, carriers would move 
into a market only as it became economic to do so. 

Exit from Service 

The next question of CAB control over carrier economic activity con¬ 
cerns market exit. No trunk carrier has ever gone bankrupt. "Failing 
firms" have always been absorbed through merger. 

On the city-pair market level, exit has been fairly easy, at least for 
the trunk carriers. The local service carriers have found it at times hard 
and at times easy to abandon markets depending on their subsidy needs 
and the Board’s willingness to grant subsidy. Right now, many local 
service carriers are turning over their least dense markets to commuter 

1 William E. Fruhan, Jr., The Fight for Competitive Advan tage.; A. Study. 
of the United States Domestic Trunk Air Carriers (Boston: Graduate School of 

Business, Harvard University, 1972). 
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carriers under contractural arrangement. 

Mergers 

What about mergers? Table 9 summarizes the mergers that have taken 
place among trunk carriers. Briefly, in historical review, the Board 
has vacillated in its attitude toward mergers. During the period from 
1938 to the late 1940's, the Board was fairly pro-competitive,turning down 
a host of merger proposals. From the late 1940*s to about 1956, it actively 
encouraged mergers. From 1956 until very recently, the Board has been 
pro-competitive again. Recently, it has become rather permissive. It 
approved the Northwest-Northeast proposal (which fell through) , Allegheny- 
Mohawk (which has been consummated), and Delta-Northeast. Still pending 
are American—Western and Northwest-National. 

The work I have done and the work of many other economists has con¬ 
cluded that the airline industry is characterized by reasonably constant 
returns to scale. Size per se does not seem to have a significant influence 
on average cost. That being the case, mergers are not likely to have a 
significant effect on average cost. If there are no such cost savings, then 
why do companies merge? First, one carrier might simply buy up the 
physical assets of another company which is going out of business at a 
good price. But usually the most important thing the surviving 
carrier acquires from the failing firm is that carrier's routes. The 
price paid to most carriers going out of business is not for the equipment, 
but for the routes. 

When one carrier buys out another for the purpose of expanding routes, 
the merger is usually fairly Innocuous. The type of merger that you have 
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TABLE 9 

Successful and Unsuccessful Mergers Involving Trunk Carriers, 1930-1972 

Comments 


Year 

Number of 
Trunk Carriers 

1938 

16 

1939 

16 

1940 

16 

1941 

16 

1942 

16 

1943 

16 

1944 

16 

1945 

16 

1946 

16 

1947 

16 

1948 

16 

1949 

16 

1950 

16 

1951 

16 

1952 

16 

1953 

14 

1954 

13 

1955 

13 

1956 

13 

1957 

12 

1958 

12 

1959 

12 

I960 

12 

1961 

12 

1962 

11 

1963 

11 

1964 

11 

1965 

11 

1966 

11 

1967 

11 

1968 

11 

1969 

11 

1970 

11. 

1971 

11 

1972 

11 


United 5 !-- Western merger denied 
TWA 5 ! 5 absorbed Marquette 


Western 5 " absorbed Inland 

Northeast* absorbed Mayflower; American* absorbed 
American Export 

Braniff*-Frontier merger denied; American 5 - 
MidContinent* merger denied 
Capital*-Northeast* merger denied 

Mid Continent-Parks merger denied 
Continental*-Midwest merger withdrawn 
Northwest*-Capital* merger dismissed; Bramtt 
absorbed Mid-Continent'* 

Delta* absorbed Chicago and Southern* 

Eas te rn* - Colonial-National* merger denied 
Continental* absorbed Pioneer; Delta*~Northeast* 
merger withdrawn 
Eastern* absorbed Colonial* 


United* absorbed Capital* 

Continental*-National* merger withdrawn 
Pan-Am-TWA* merger withdrawn; Americana- 
Eastern* merger disapproved 


Braniff* absorbed Panagra 

Eastern* absorbed Mackey; Braniff absorbed Pan 

American-Grace; Western* absorbed Pacific Northern 

American* absorbed TC A; Northeast*-Northwest* 
merger approved, subsequently terminated by Northwes, 

Delta* absorbed Northeast* 

Amer ican*-West em* merger denied___ 


* Indicates trunk carrier. 

Sources; U.S. Civil Aeronautics Board, Handbookof_ Ai rline Statistics , , IM 

Edition, pp. 457-471 and 503. 
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to look out for is one which results in increasing monopoly power. For 
example, a study done by the CAB's Bureau of Operating Rights noted in 
the United-Capital merger that in markets where competition was eliminated, 
service deteriorated. 

r„ 

Collusion 

What about collusion? The Board must approve any formal agreements 
among carriers. It has approved the capacity restriction scheme in 
the transcontinental markets. It has approved congestion agreements. 

The Board has approved mutual aid pacts and an agreement limiting compe¬ 
tition on travel agents’ commissions. All these things are very anti¬ 
competitive, and open to a lot of criticism. 

There is also the specter of extra-legal collusion. There is no 
hard evidence of this, however. What usually happens is that there is a 
down-turn in the industry's financial prospects. The carriers start 
blaming the Board for being a spoil-sport, and they go arornd making 
speeches and handing out press releases. Finally, one carrier, usually 
American, petitions for a fare increase and most of the other carriers 
join in. That gives the appearance of collusion, but you cannot prove 
it. Chris Barnekov did some studies which found that in some markets 
tacit collusion on service appears to work and in some markets it does 
rpt . But this too is difficult to prove. 

■^Economists have looked upon congestion agreements as a poor second 
best. A better method would be to allocate airway and landing space 
according to passengers' values as reflected in the prices they would 
be willing to pay. 
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III. Regulation vs. Deregulation 

What are the costs of regulation? References to the California 
intra-state markets suggest that without regulation fares would drop 
about 20 percent. I am dubious of simply ascribing a "20 percent 
efficiency loss" due to regulation from this experience since the quality 
of service in these markets, measured by average load factor, is commen- 
surately lower. Without regulation, technical efficiency probably would 
increase no more than 5-10 percent. One might note also that the- Board 
could reduce fares 20 percent simply by setting higher load factor standards 
My feeling is that the greater costs of regulation arise from not having 
the optimal quality of service. You have too high a price and too high 
a quality of service. Consumers in the aggregate would prefer a lower 

quality of service and a lower price. 

On a disaggregated basis there are social welfare losses arising 

from allocative inefficiencies. Because prices do not equal costs in 
some markets, there are modal split problems. Carriers say they cannot 
raise prices very high in short-haul markets because passengers will 
desert to their automobiles. That is exactly what they should do. The 
fact that they don’t because prices are kept artificially low indicates 

a misallocation of resources. 

You may also find "wrong" carriers in "wrong" markets. I once 
compared the carriers' actual costs per ton mile with those estimated 
from a regression equation. The results are summarized in Table 10. 

I . . 

These numbers are In the form of "(in)efficiency indices," where the lower 
the number, the more efficient the carrier. For example, American in 1970 
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TABLE 10 


. . r-n’t Po'-t as Percent of Estimated Unit Cost, for the Years 

U ?s: T^C^Lerc; *1», Percent of Revenue Passenger 

Miles in Competitive Markets, 1970* 


Carrier 


American 

Eastern 

TV/A 

United 

Braniff 

Conlinental 

Delta 

National 

Northeast 

Northwest 

Western 


American 

Eastern 

TV/A 

United 

Braniff 

Continental 

Delta 

National 

Northeast 

Northwest 

V/estern 


1962 : 1963 


1964 ; 1965 


1966 


115 

93 

115 

103 

93 

84 

105 

88 

115 

97 

95 


1967 


113 

112 

113 

92 

96 

103 

111 

113 

112 

106 

101 

101 

96 

99 

107 

88 

90 

75 

105 

102 

100 

89 

89 

86 

127 

118 

119 

86 

86 

80 

89 

96 

101 

1968 

: : 
: 1969 5 

1970 


102 . 

113 

114 
107 
106 

70 

100 

86 

116 

81 

102 


: Percent in 
: Competitive 
: Markets _ 


•99 

107 

113 

103 

109 

76 
101 

91 

120 

77 
0 


100 ’ 

58 

95 

113 

108 

104 

111 

112 

109 

103 

99 

97 

113 

112 

106 

87 

89 

90 

loo 

92 

84 

88 

89 

99 

100 

119 

116 

78 

77 

94 

108 

108 

113 


83.0 

76.6 

91*1 

67*5 

66.0 

79.4 

67.9 
89.1 

88.9 

63.5 

73.4 
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had actual cost pet available ton rile equal to 95 percent of the "esti¬ 
mated" amount. The equation from which Table 10 la derived is shown as 
regression #1 in Table 11. I emphasize most strongly, hcwever. that 
these comparative results are preliminary and are subject to considerable 

error. 

In closing, let me just mention briefly deregulation. Under a com¬ 
pletely deregulated regime, retaining only the safety restraints of the 
Federal Aviation Administration, the industry would have a great deal 
more price competition. Exit and entry into particular markets would 
be governed by conditions of cost and demand. There would be much more 
service differentiation, some carriers offering high-density, low-quality 
and low-cost service; other carriers offering low-density, high-quality 

and high-cost service. 

What about the structure of the industry? For one thing, there 
likely would be a greater number of carriers in the market, since there 
are no detectable scale economies above Small-sized firms. There probably 
would be more oligopolistic practices (price as well as service quality), 
which is a problem. But as long as entry were free, this would be 

policed pretty well. 

To be candid, the prospects for total deregulation are close to nil. 
(Those who would benefit from deregulation fail to perceive the opportunity 
and in any event are poorly organized and not very powerful; those who would 
be hurt by deregulation know well the situation, are highly organized and 
very influential.) What part-way measures are worth considering? First, 
adoption of the zone of reasonableness proposal would bring about some 
price competition and a gradual elimination of price discrimination. 
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Average Cost Regression 


TABLE 11 

Equations for Domestic TrunR Carriers 


Kegres- • p e p en dent[ Inter- 
icion * variable " ccpt 
■number 


1963 


1964 


Independent variab l es (w , i t h _ T-rntlos J-- 

? 1965 : 1 9 66 : 1967 ; 1968 


1 

toe/atm 

84.6 

-I.28 

(-1.04) 

-2.74 

(-2.21) 

-3.42 

(-2.71) 

-3.11 

(-2,43) 

-3.86 

(-2.65) 

2 

doe/atm 

42.8 

- .76 

(-1.66) 

-1.8 

(-3.87) 

-2.42 

(-5.13) 

-2.51 

(-5.23) 

-2.7 

(-5.31) 

3 

IOE/ATM 

41.81 

- .52 

(- .59) 

- .94 
(-1.05) 

0 

(~x‘.l ) 

- .6 
(- .65) 

-l.l6 

(-1.19) 


-4.52 

(-3.36) 

-3.11 


-1.41 

(-1.45) 


1969 


'independent variable - ( w ~’ th T-ratios) — 
: : log : log : 1°2 

1 9T0 ATM ; TEN : DEN. 


-3.76 

(-2.79) 

-2.62 

(-5.19) 

-1.15 

(-1.18) 


- .97 

(- -7) 


- .36 

(- .39) 


-1.26 -.51 

(-2.43) (-1.5) 

.28 .16 

(.28) ( .24) 


-12.16 

(-6.67) 

-5.94 

C-8.69C 

- 6.22 

(-4.71) 


3.18 

( 2 . 12 ) 

1.82 

(3.24) 

1.35 

(1.25) 


Cor- 
: rected 
i R-square : 


; F-Sta- 
* tistic 


.46 

,69 

.19 


8.5 

21 . 

3.1 


St. Err. 
of 

estimate 


2.UI 

1.08 

2.08 


Degrees freedom 


86 

86 

86 


2 
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Second, why not make, the certificate of public convenience and necessity 
contingent merely on being consistent with the public interest, rather 
than being required by it? This would force the Board to make a finding 
that entry would be adverse to the public interest in order for such 
entry to be denied. Also, such a provision, properly drawn, would constrain 
the Board from denying entry on grounds that it would impair an incumbent 
carrier. Third, redefine the "public interest" in Section 1002 of the 
FA Act to mean the attainment of economic efficiency. At present the 
language is so broad that almost any decision and policy direction can oe 
"justified." Finally, facilitate exit through a contractual scheme such 
as proposed by George Eads, 1 similar to one presently being advanced by 

the Board itself. 

This obviously is only a partial list of alternative courses of 
action. Some such reforms would require Congressional action; some 
could be put into effect by the Board under the existing statute (e.g., 
the zone of reasonableness). Fortunately for the airlines, they have 
bean in a' rapidly growing industry, where the mistakes of regulation are 
soon forgotten, and where inefficiency costs to the public are not so 
obvious. Although industry and government officials often speak of "crises" 

in commercial aviation, the truth is that nothing on the horizon is 
likely to jolt the .public and its Congressional representatives to 
question seriously the regulatory institution. In such a circumstance it 
will take gutsy policy-makers and articulate advocates to bring about desirable 

change. 

1 George Eads, The Local Service Airline Experiment (Washington: The 
Brookings Institution, 1972). 
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Abstract 


The performance of an industry is greatly influenced by the 
institutional environment within which it operates. In the 
case of the certificated interstate airlines, the regulatory 
environment shaped by the Civil Aeronautics Board s procedures, 
policies, and decisions has had an important effect on airline 
costs. Unfortunately, the intertwining of CAB regulation and 
airline operations makes it impossible to use operating and 
financial data from the regulated airlines to determine the 
extent to which regulation affects costs. It happens, however, 
that the essentially nonregulated, but otherwise, similar, 
intrastate airlines operating wholly within Ccilifornia (and thus 
beyond the CAB 4 s jurisdiction) provide a benchmark with which to 
compare the performance of regulated airlines and thus measure 
the effects of CAB regulation. This comparison, which serves as 
the basis for the lecture, shows that the nonregulated environ¬ 
ment within California has been a much sterner disciplinarian of 
airline operations than the regulated environment of interstate 
air transportation. Issues of survival, profits, efficiency, fares 
and the impacts of CAB regulation on costs are examined. 
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The growth of the CAB-regulated airlines has been, and 
continues to be, outstanding. But even though this expansion 
occurred while the certificated carriers operated under CAB 
regulation, it does not necessarily follow that the CAB had 
any measurable impact on the development of these airlines. 

Many other industries, regulated and non-regulated, enjoyed 
substantial growth during this same period. It is possible 
that the airline industry could have expanded even more rapidly 
without CAB regulation. 

It is possible to study the extent of CAB influence on the 
certificated carriers by comparing their development with that 
of similar airlines not regulated by the CAB. Starting in 1946, 
a number of airlines quite similar to the CAB-regulated inter¬ 
state airlines operated substantial scheduled service wholly 
within the state of California and thus beyond CAB jurisdiction. 

•A comparison of their development with that of the certificated 
carriers provides a basis for measuring the economic effects of 
CAB regulation. 

The Scope of Regulation 

Since the beginning of the CAB in 1938, it has had regulatory 
power over the certificated carriers in the areas of entry, exit, 
service, and price. The California intrastate carriers have 
also been subject to some direct economic regulation, though not 

by the CAB. Since the airlines first began operations, certain 
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Provisions of Article XII of the California State Constitution 
(pertaining to transportation in general) had been given. Before 
September 17, 1965, the California Public Utilities Commission 
(PUC) had jurisdiction over only the prices charged for scheduled 
air service within the state. However, on that date the California 
legislature gave the PUC authority over the entry, exit, and 
service of the intrastate carriers, in addition to its exisitmg 
power over prices. Because of this increase in the regulation of 
intrastate carriers, this study is confined to the period from 
1946, when the first intrastate carrier inaugurated service, to 
1965. Table 1 compares the economic regulatory powers of the CAB 
and the PUC for this 20-year period. 


TABLE I 

Differences in Economic Regulatory Powers 
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Because regulatory commissions have considerable discretion, 
the degree of actual regulation may be less than the maximum 
allowed and may change over time. For example, even though 
it had the power to regulate both price increases and decreases, 
in practice the PUC only controlled increases where CAB 
controlled decreases as well. Overall, a detailed examination 
of the actual practices of the CAB and the PUC has shown that 
the California intrastate carriers operated under relatively 
limited regulation by the PUC, whereas the certificated carriers 
were extensively regulated by the CAB. Thus, if these two 
groups of carriers operated under fairly comparable technological, 
economic, and operational conditions, major differences m per¬ 
formance between them can be attributed to the differences in 
economic regulation. 


Similarities Between the Carrier Groups 

in 1965 the California intrastate carriers accounted for 1.1 
percent of total common-carrier, scheduled revenue passenger- 
miles flown in large aircraft (ranging from DC-3’s to four-engine 
jets) within the contiguous 48 states, and 2.2 percent of the 
total scheduled domestic passenger originations. The three 
largest California markets were extremely important markets m 

the overall domestic airline route structure, ranking first. 
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ninth, and twenty-third in passenger volume among all domestic 
U.s. City-pair markets. The ability of certain intrastate 
carriers to survive and even dominate such markets makes it 
clear that, within their limited geographic area, they were large- 
scale operators and that their service during the period studied 

was significant. 

Technological conditions were essentially the same for all 
U.S. airlines from 1946 through 1965. Airports, air traffic 
control, and airways have generally been provided by federal or 
local governments and have been used jointly by all types of 
carriers. Suitable personnel, maintenance facilities, communica¬ 
tions, marketing services, etc., have been widely available 
within the united States to any who care to utilize them at 
existing prices. Most important, substantial numbers of large 
commercial aircraft were available from aircraft manufactuers 
(located mainly in Southern California), and many commercial 
aircraft could be bought second-hand from the federal government, 
airlines, and other owners throughout the postwar years. During 
a substantial part of the period studied, identical aircraft 
types were operated by both the certificated and the intrastate 

carriers. 

Differences did exist between the general economic and 
demographic conditions in California and in other parts of the 
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country. Above average increases in population and economic 
development have occurred in California since World War II. 

The differences in these growth rates, however, do not appear 
to be large enough to affect significantly a comparison of 
California intrastate airlines with the certificated airlines. 

Indeed,the large growth rate of air transportation in all parts 
of the country probably is sufficient to "swamp" any effect of 

differences in economic growth. 

The greatest differences between these carrier groups are 

to be found in operational factors - for example, in distance. 

The fact is that the cities comprising the longest nonstop market 
within California (San Diego and San Francisco) are only 449 
statute miles apart. In contrast, the domestic nonstop markets 
of the certificated carriers range up to 2,700 miles. Nevertheless, 
the average distances for the certificated trunk carriers’ on-line 
passenger trips and flight stage lengths differed much less from 
those of the California intrastate carriers than the distance 
differences existing between their longest nonstop markets. 
Furthermore, the local service carriers’ average on-line passenger 
trip and stage length distances were less than those of the 
intrastate carriers; therefore, by comparing the intrastate 
carriers with both classes of certificated carriers, differences 
due to distance may be partially accounted for. 
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Although the certificated and California intrastate carriers 
did not operate under identical conditions, the similarities were 
substantial and the carrier groups were sufficiently comparable 
to permit the conclusion that differences between them were due 
to differences in regulation. This is especially true when the 
relationship between carrier performance and regulation proves 
to be quite direct and when differences between carrier groups are 
very large - so large, in fact, that they really cannot be 
explained away simply by pointing to certain differences in 
technological, economic, or operational conditions. 

The following sections compare the CAB-regulated airlines 
with the California intrastate carriers. In particular, three 

questions will be examined in detail: 

1. Is regulation necessary for reliable service or will 
"cut throat" competition drive fares down below survival 

levels? 

2. If carriers do servive, what is their profit experience? 

3. What factors affect the cost structure allowing survival 
with low fares? 

SURVIVAL 

Certificated Carrier Entry and Exit 

A total of 16 certificated trunk carriers operated during all 
or part of the period from 1946 through 1965. During this period. 
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five of the carriers were acquired by or merged with another 
trunk carrier, so that by June 1, 1961, only 11 trunk carriers 
remained in operation. All of the 16 trunk carriers received 
their certificates of public convenience and necessity from the 
CAB in 1939 and no other airline has since received such a 
certificate authorizing it to provide comparable trunk-type 
service. Apparently the necessary and sufficient condition for 
an airline to have obtained a certificate for the performance 
of interstate trunk carrier operations was for it to have been 
in operation between May 14 and August 22, 1938 - the "grandfather" 

period specified in the 1938 Act. 

In contrast to the trunk carriers, the local service carriers 

were initially certificated by the CAB without benefit of a 
"grandfather" clause. Beginning with Pioneer Air Lines (then 
named Essair, Inc.) on November 5, 1943, and ending with Ozark 
Air Lines on September 26, 1950, the CAB authorized 21 carriers 
to provide subsidized, experimental, "local feeder" service 
connecting smaller communities with larger cities, which, in 
turn, were generally connected by the trunk carriers. Except for 
a few isolated instances, the local service carriers were not 
permitted to provide nonstop, terminal-to-terminal service or to 
operate in direct competition with the trunk carriers during the 
period covered by this study. 
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Of the 21 local service carriers receiving certificates 
from the Board, 13 were still in existence at the end of 196*. Of 
the 8 that ceased operations, 4 terminated service when the CAB 
canceled their certificates or denied their requests to extend 
or renew temporary certificates, and 4 merged with another 
certificated carrier. These terminations and mergers all occurred 
before the enactment of Public Law 38 on May 19, 1955, which required 
the CAB to issue permanent certificates to the surviving local 
service carriers. There was no further exit from the ranks 
of the local service carriers throughout the remainder of 

the period covered by this study. 

Overall, it is clear that entry into the ranks of the certifi¬ 
cated carriers has been limited to a single time period for each 
class of carriers, and so long as a departing carrier possessed 
a CAB operating certificate, exit had been via merger with or 
acquisition by some other certificated carrier. 

Intrastate Carrier Entry and Exit 

Between 1946 and 1965, a total of 16 California intrastate 

carriers provided scheduled, common-carrier service with DC-3's 
or larger aircraft. Two important facts emerge from comparing 
the intrastate carriers with the certificated carriers. First, 
even though the California intrastate market was much smaller 
than the national market available to the certificated carriers. 
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the number of intrastate carriers equals the number of trunk 
carriers in existence during these years and is not much smaller 
than the number of local service carriers certificated by the 
CAB. Second, rather than entering during a single period, the 
intrastate carriers entered at various times from 1946 through 
1964, with most entry occurring during 1949 and early 1950, 
and between May 1962 and September 1964. 

The Evidence of Survival 

Eight of the 16 carriers that operated large aircraft within 
California between 1946 and 1965 did so for only one to six 
months because of their short periods of service they are not 
considered viable attempts to become established in the California 
markets. The remaining eight carriers (the so-called major 
carriers) survived for nine months or more. One of these, PSA, 
has managed to survive since May 1949, even though, with the 
exception of a few years in the early 1960's, it charged the 
lowest fares per mile available within California. Its per¬ 
formance alone shows that low fares were not a sufficient 
condition for failure in these markets, a conslusion buttressed 
by the successful operation of Mercer Enterprises since early 
1964. 

Of the six major intrastate carriers that terminated service 
at least two of them clearly did so for noneconomic reasons. 
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Paradise Airlines terminated operations because the Federal 
Aviation Agency suspended its commercial operator certificate 
following the crash of its Constellation on March 1, 1964. The 
transcript of the Civil Aeronautics Board hearing in which 
Paradise unsuccessfully appealed the FAA's action shows that the 
owner of Paradise was eager to resume operations. He was convinced 
that paradise's service under its existing fares was viable and 
was prepared to test that conviction. 

Similarly, Western Air Lines of California (WALC) also 
discontinued service for noneconomic reasons. Western Air Lines 
(the trunk carrier) finally obtained permission from the CAB to 
introduce day-coach service at fare equal to those offered by 
WALC and the other intrastate carriers. Given this permission. 
Western canceled its extensive leasing arrangements with WALC 
(thereby causing WALC's demise) and introduced an identical ser¬ 
vice under its own name. 

While Western believed low-fare service was viable, it did 
not believe such service maximized the profits available from 
this market. Clearly, the certificated carriers would have 
preferred the continuance of the situation existing prior to 1949 
when they alone offered service under first-class fares that were 
more than twice the initial coach fares of the intrastate carriers 
Given, however, the introduction of low-fare service by the 
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intrastate carriers and the resulting "diversion" of traffic 
from first-class to coach service. Western and United chose to 
match these low fares and service rather than limit themselves 
to carrying only first-class passengers. They would not have 
done so had such low-fare service been unprofitable, nor 
would WALC have been sustained by Western had its service incurred 

significant losses. 

Two of the eight major intrastate carriers terminated service 

f 

through bankruptcy proceedings. Bankruptcy may be a clear 
indication of uneconomic operations, but it does not tell 
whether fares were too low or costs too high. Indeed, one of 
these two carriers. Pacific Air Lines, adopted the certificated 
carriers’ relatively high, first-class fares for its service. 

For the Burbank-San Francisco market. Pacific's fare in 1946-47 
was more than 50 percent higher than the coach fare introduced 
in 1949 ($15.15 vs. $9.95). Thus, for whatever reasons Pacific 
went bankrupt, it did not do so because it charged low fares. 

California Central Airlines (CCA) was the second of the 
major carriers to go bankrupt. Of course, it did charge low 
fares so that they could have been a factor in its service 
termination. Four factors, however, seem to be relevant in 
evaluating this possibility. In the first place, during 1952 
CCA led the other carriers in increasing the Los Angeles/Burbank- 
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San Francisco/Oakland fare from $11.70 to $13.50 (together with 
the $1.80 increase in the associated San Diego-San Francisco/ 
Oakland fare), and this action was followed by a sharp reduction 
in its 1953 and 1954 traffic. Second, the analysis of CCA's 
financial statements shows that its costs increased substantially 
during 1953 even though its traffic volume decreased. Third, the 
owners of CCA reinstituted service with California Coastal Airlines 
shortly after CCA’s assets had been sold in bankruptcy, and they 
did so at fares equal to or lower than those in effect prior to 
the bankruptcy proceedings. This does not indicate that they 
thought low fares were the crucial factor in CCA’s bankruptcy. 
Finally, it should be remembered that CCA managed to survive for 
over six years prior to its bankruptcy. Thus, at the very 
least, its low fares did appear to cover average costs for a 


significant part of this period. 

The evidence from the remaining two major carriers is not 

as clear. California Coastal Airlines operated for over two 
years, during which time it lowered rather than increased its 
fares. Thus, it appears that higher fares were not considered 
viable by its management. The fact remains, however, that 
California Coastal did gradually reduce its service and eventually 
transferred its equipment to the nonscheduled operations of its 
associated company. Airline Transport Carriers, indicating that 
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more profitable opportunities existed in the services provided 
by that latter company. 

Trans California Airlines (TCA) did not lower its fares 
during the more than two years it operated from 1962 to 1964. On 
the other hand, neither did it increase its fares, even though 
it could easily have done so. The former president of TCA 
attributed its failure not to its low fares but to the loss 
of traffic that resulted when Western inaugurated Thriftair 
service between Los Angeles and Oakland in June 1964. 

In summary, two of the eight major intrastate carriers did 
manage to survive while charging low fares, whereas, of the six 
carriers that terminated service, two clearly did so because of 
noneconomic factors. Thus, at most, the attrition due to 
economic considerations was no more than 50 percent. Of the four 
carriers whose service terminations appear to have been due to 
economic factors, one charged high first-class fares, so that 
low fares cannot be blamed for its failure. The actions of the 
other three major carriers indicate that at least their managements 
thought low fares were not the critical factor in their failure 
to survive. In their cases it appears that either rival service 
by other carriers prevented their achieving viable levels of 
output or that their modes of operation were such that average 
costs exceeded those attainable under alternative operating 
'procedures. ■ . . ■ ■ . . 
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in the evaluation of the viability of economic activities in 
an open market, it is the fact of survival that is crucially 
important. Other measures of performance are secondary. Thus 
section has shown that some of the intrastate carriers did sur¬ 
vive, and this provides hard evidence about the economic viability 
of low-fare service whereever conditions exist similar to those 
existing within California during the period studied. 


PROFITS 

The Evidence from Financial Statements 

The earliest available financial information regarding the 

intrastate carriers is that presented by the PUC's staijf in the 
1949-50 investigation of the ••reasonableness" of the irltrastate 
carrier's low fares. The conclusion of this study was that the 
operations of the intrastate carriers as a group during the 
first ten months of 1949 were profitable, and that CCA and WALC 
earned rates of return after taxes in excess of 10 percent. 

Abbreviated income statements are available for California 
Central for almost all of its six years of operations. Starting 
with February 1, 1949 (one month after it inaugurated service), 
and extending through December 31, 1953, CCA's operating revenues 
totaled $ 7 , 172 , 000 , and operating expenses (including depreciation) 
totaled $7,292,000. This resulted in an overall operating loss of 

$120,000 and an operating ratio (total operating expenses ; 

divided by total operating revenues) of 101.7 percent - hardly an 
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outstanding performance, and one that appears to forecast the 
approaching bankruptcy of CCA. An inspection of the data for 
the various time periods, however, shows that CCA had operating 
profits for the two months ended March 31, 1949, and for the 
years ended March 31, 1951 and 1952. Indeed, the really major 
loss (of $126,000) occurred during the nine months ended 
December 31, 1953, a period in which CCA experienced a 37-day strike 
of its manintencance employees that curbed operations during 
July 1953 (a peak traffic month). The fiscal year in which CCA 
had its greatest profit ended on March 31, 1951. This was the 
last full year of DC-3 operation, and for eleven of the twelve 
months, the low $9.99 fare was in effect between Los Angeles and 
San Francisco. CCA's profit performance with the Martin 202 
(introduced on August 31, 1951) and with the $11.70 and $13.50 
Los Angeles-San Francisco fares was poorer than under its 

earlier combination of aircraft and fares. 

The income statement for the period from January 28 to 
December 31, 1954, covers the first eleven months that CCA 
operated under the general direction of the court-appointed 
bankruptcy referee, although its owners actually controlled 
operations as debtors in possession. It shows that the large 
rate of loss experienced during the last nine months of 1953 





had been reduced and an operating loss of only $25,000 was 
incurred during these eleven months. The operating ratio was 
101.4 percent, or just under the average for the previous five 
years. Net nonoperating expenses increased the loss for this 
period to about $39,000, but noncash depreciation charges of 
$110,000 resulted in a positive operating cash flow. This 
indicates that CCA was on the road to regaining a viable operation 
but apparently it was too late to overcome the losses of 1953. 

It is beyond the scope of this study to delve more deeply 
into the reasons for CCA's bankruptcy. The effects of the 
strike were certainly harmful; the one-year lease of an L-049 
aircraft from July 1952 through June 1953 (at a fee of $330,000) 
proved to be extremely detrimental to both Airline Transport 
Carriers and CCA; the unilateral fare increase of June 15, 1952, 
resulted in a sharp reduction in traffic, etc. The important 
point for this study, however, is that through 1952, CCA's 
operations were marginally profitable under the relatively low 

fares then in effect. 

Western Air Lines of California's income statement for the 
period from August 19, .1949, through January 31, 1950, shows a 
loss of $22,800 after taxes on total revenues of $596,500. The 
monthly breakdown for this 5^ month period shows, however, that 
most of this loss was incurred in January 1950. Only small 







losses were experienced in August and November 1949, with profits 
being earned in the other months. During this period, WALC paid 
Western Air Lines a total of $556,466 in charter fees. This 
should be compared with Western's estimate of $570,628 for direct 
aircraft operating expenses, including depreciation, for a 
similar, if not identical, schedule pattern covering the entire 
year ending June 30, 1951. This implies that any profits made 
by WALC's operation were captured by Western through its leasing 
fees. Of course, this is consistent with the effective control 
exercised by Western over WALC throughout its lifetime. 

From April 6 to December 31, 1962, Paradise Airlines made 
a small operating profit, but nonoperating expenses resulted m 
a loss of $332. The record for all of 1963, indicates operating 
losses of over $25,000 and total losses of $37,000. But total 
revenues in 1963 were $616,000 compared with just over $150,000 
for the eight to nine months of service in 1962. This large 
increase in revenues combined with the extraordinary operating 
expenses, due to the introduction of L-049 service in April 1963, 
may have been the reason why the owner of Paradise was so eagar 
to continue service after the fatal accident on March 1, 1964. 

The very limited data for Trans California indicate that it 
enjoyed a net profit before taxes of $22,000 during the eleven 
months ended March 31, 1964. This figure may be misleading. 
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since no aircraft leasing charges are shown. During this 
eleven month period, TCA operated 3,120 flight hours with its 
L_749 aircraft, leased from California Airmotive at a rate of 
$100 per flight hour to cover aircraft leasing and overhaul 
charges, plus $50 per hour for maintenance. But only about 
$65,000 are shown in this income statement for aircraft 
maintenance (rather than $156,000); and the entire $312,000 
leasing/overhaul charge is missing. It seems clear that the 
income statement significantly understated TCA s true expenses 
and that the company did suffer a serious loss during this period. 
Whether TCA's loss for these eleven months should be attributed 
to low fares or to other factors cannot be deduced from these 
data. It is relevant however, that during more than two years 
of operations, TCA failed to achieve a 50 percent load factor; 
therefore, it seems proper to conclude that important factors 
other than low fares contributed to its losses. 

Mercer Enterprises was one of the two surviving intrastate 
Ccijxier's us of December 31, 1965. Mercer's income statements for 

.j 

1964 and 1965 show total operating revenues of $128,000 and 
$177,000, respectively, with common carrier revenues being 
essentially constant at $69,000 and $66,000. An operating 
profit of almost $41,000 was earned in 1964, with net income 
before taxes of $38,000. Nineteen sixty-five shows an operating 
loss of $2,349 with a net income before taxes of just over 
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$12,000, due largely to capital gains. Income taxes are not 
shown since Mercer Enterprises’was a sole proprietorship during 
those years and it is not possible to calculate income taxes 
without information regarding the owner's personal tax status. 
Also, the expenses for these two years do not include the 

manager's (owner 1 s) salary. 

One reason for the 1965 loss Is that Mercer incurred 
substantial expenses in inaugurating a contract service with the 
U.S. Military Air Transport Service. In the first six months of 
1966, military contract revenues were $250,000 out of a total 


of $339,000 with a net income before taxes of $62,750, 

Obviously, Mercer's common-carrier service is only one part of 
its total operation, but the fact that it has retained this 
very short-haul, weekend scheduled service implies that is 
is economically viable, even though offered under low fares. 

Table 10-1 summarizes the financial information for PSA. 
This table shows that in every year for which information is 
available PSA made an operating profit and also earned a profit 
after taxes. True, the profit for 1960 was nearly zero, but 
this was the first full year of PSA's Eiectra operations and the 


year the FAA ordered this aircraft operated at reduced : 
pending the modification of its wing and engine support 
During this period many passengers shunned the Eiectra 


structure. 
(regardless 
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of the airline operating it). The abnormal situation of that 
year is emphasized by the large profits PSA earned in the pre¬ 
ceding and subsequent years. 

The operating ratios given in Table 10—1 appear to have been 
related to the type of aircraft operated by PSA. Those for both 
1950 and 1955 were around 96 percent. During those two years 
PSA operated DC-3 aircraft (DC-4 's were introduced on November 10, 
1955), its fare level was virtually the same (its Burbank-San 
Francisco/Oakland fare was $9.95 in 1950 and $9.99 in 1955), 
and it operated over about the same route structure. Thus, it 
appears that the effects of inflation were balanced by economies 
resulting from increases in the volume of output and from greater 
experience in operating DC-4's, and that 96 percent was about as 
low a ratio as could be attained with DC—3 1 s under such low fares. 
The operating ratios for DC-4 service started at 94.7 percent in 
1956 and fell each year until reaching 81. 0 percent in 1959; 
however, this reduction was helped by the April 14, 1958, fare 
increase. The introduction of Electras on November 20, 1959, 
ushered in a new era in PSA's operating ratios, starting at 
99.7 percent in 1960, by 1964, the last full year of all-Electra 
service, the ratio had declined to 71.4 percent, due in part to 
the fare increase of December 12, 1960, which raised the Los 
Angeles-San Francisco fare from $11.81 to $13.50. The mixed 
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Tabic 10-1 


Year 


1950 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 


Selected Financial Data, Operating Ratio, and Return on Stockholder Equity 
P^ifir Southwest Airlines. Various Years 1950-1965-_ 


Total Operating 


Revenues 


Expenses 

489,939 

1,523,385 


$ 505,988 

1,587,697 

2,264,850 

3,126,254 

3,929,921 

4,775,993 

8,130,483 

10,300,293 

14,204,915 

17,852,448 

20,773,372 

24,015,261 


2,144,385 

2,727,079 

3,267,309 

3,867,215 

8,109,688 

9,173,116 

10,803,179* 

12,900,409* 

14,827,433 

19,605,184 


Profit 

after Taxes 3 
n.a. 

$ 243,997 e 

58,588 

196,606 

322,031 

455,901 

499 

310,483 

1,368,770 

2,251,719 

2,945,8818 

2,034,9328 


Stockholder 

Equity** 

n.a. 

n.a. 

n.a. 

• $ 86,550 

n.a. 

1,057,609 

n.a. 

n.a. 

3,007,734 

7,429,810 

10,075,046 

11,504,770 


Operating 

Ratio c 


96.8% 

95.9 

94.7 

87.2 

83.1 
81.0 

99.7 

89.1 

76.1 

72.3 

71.4 
81.6 


Return on Stockholder 
_ Equity** _ 

n.a. 


n.a. 

n.a. 

227.2% 

n.a. 

43.1 

0.0 

n.a. 

45.5 

30.3 

29.28 

17.78 


n.a.—not available. 

a Profit after taxes and special items. 

b As of December 31, of each year. 

c Total operating expenses divided by total operating revenues. 

dprofit after taxes and special items divided byi^SLain yields profit after taxes for 1955 of $37,847. 

includes gam of $206,150 on sale o - a* r *' * 9 g,>\ and $55 000 (1963) by deletion of investment tax credit that was 

fReported total operating expenses reduced by $100,000 (196.) and fcOD.uuu , y 

added to provision for obsolescence and depreciation during those years. 

Slncludcs provisions for investment tax credit. 



operation of Electras and B-727-lOO's in 1965 raised the 

operating ratio to 81.6 percent, and its reduction to 76.8 

* 

percent in 1966 seemed to maintain the old pattern. The ratio 
increased, however, to 83.8 and 86.1 percent in 1967 and 1968, , 
when the Electras were retired and PSA's fleet was expanded to 
include DC-9-30's, B-737-200's, and B-727-200's. Thus, the 
decreasing trend found with DC—4 1 s and Electras has yet to be 

established with PSA's all-jet operation. 

The very limited information regarding return on stockholder 
equity suggests an outstanding performance for the years since 
1957 (again with the exception of 1960). The 227 percent 
return of 1957 was due as much to the very low level of stock¬ 
holder equity for that year (about $87,000) as to the level of 
profits. But the 43.1 percent return in 1959 was with stockholder 
equity of over $1 million, and the 45.5 percent return in 1962, 
was on an equity base of $ 3 million. These rates of return were 
too high to sustain, especially in a market with open entry. 

In fact, these high returns are consistent with the new entry that 
occurred in 1962 after a seven-year hiatus, and with Western's 
introduction of Thriftair service in that same year. However, 
the 30 percent return of 1963 and 1964, and even the 17.7 
percent return of 1965, are still outstanding. 
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PSA Compared with the Certificated Carriers 

The certificated trunk and local service carriers' operating 
ratios and returns on stockholder equity provide yardsticks with 
which to evaluate PSA's performance. The operating ratios for 
total trunk and total local service carriers are presented in 
Table 10-2, together with those for Western Air Lines, Pacific 
Air Lines (the local service carrier), and PSA. The data for 
Western and Pacific are presented because they, of all the trunk 
and local service carriers, had the greatest portions of their 
operations within California and, so, are more likely than 
other certificated carriers to be affected by the regional 

factors (if any) affecting PSA. 

A comparison of the median and range for each of these 
series of operating ratios shows that the trunk carriers generally 
had lower ratios than did the local service carriers, despite 

: .j 

the relatively large direct subsidy payments received by the 
local service carriers. Within the trunk carrier group. Western 
usually enjoyed below average (superior) operating ratios ( a 
median value of 88.7 percent for Western vs. 92.0 percent for all 
trunk carriers). Similarly, 1 during these 17 years. Pacific's 
median ratio was 95.0 percent, compared with 98.3 percent for 
all local service carriers. Until late 1955, PSA, operated the 
same type DC-3 aircraft that Pacific and the other local service 


23 



Thus, it is not 


carriers operated during those same years, 
surprising to find that PSA's operating ratios were similar to 
those of pacific and of all local service carriers during this 
period, despite the large subsidies received by the local service 
carriers. The impact of four-engine aircraft can be seen in 
PSA's ratios for 1957 (the second full year of its DC-4 service) 
and operating ratios of the trunk carriers and Western, even 
though PSA's fares per mile were significantly lower than those 
of these larger carriers, and it did not receive any air mail 
revenue. Overall, to the extent that operating ratios indicate 
efficiency, it appears that PSA was generally more efficient 
than the trunk or the local service carriers. Not only did it 
have the lowest median operating ratio (85.2 percent) but the 
interval of its range (28,3 percentage points) exceeded Western's 
interval (19.2 percentage points) as well as the interval for 

the total trunk carriers (16 .6 percentage points). 


The returns on stockholder equity for these same carriers and 
carrier groups are solarized in Table 10-3. These data show 
that, at least since 1957, PSA has generally achieved higher rates 
of return than those of the certificated carriers. Rates above 


30 percent appear to have been common for it in 
highs of 21.6 percent for total trunk carriers. 


contrast to the 
25.5 percent for 




Tabic 10-2 

Operating Ratios for Total Trunk and Local Service Carriers 
Western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 
. .-. 1 9 4 9 -1965_ 


Operating Ratio a 


Y car 

Trunk Carriers^ 

Local Service Carriers 



Total 

Western 

Total 

Pacific 

PSA 

1949 

94.6% 

92.2% 

102.1% 

94.4% 

n.a. 

1950 

88.1 

88.7 

97.8 

88.2 

96.8% 

1951 

83.9 

83.4 

97.9 

98.4 

n.a. 

1952 

87.6 

83.8 

102.fi 

95.0 

n.a. 

1953 

89.9 

88.7 

103.1 

104.0 

n.a. 

1954 

89.8 

92.3 

97.1 

92.2 

n.a. 

1955 

89.2 

85.9 

98.8 

96.0 

95.9 

1956 

92.0 

90.8 

100.9 

103.1 

94.7 

1957 

97.0 

88.1 

100.9 

100.9 

87.2 

1958 

93.7 

95.9 

98.3 

103.4 

83.1 

1959 

94.1 

81.5 

99.5 

97.5 

81.0 

1960 

98.2 

90.9 

98.5 

102.8 

99.7 

1961 

100.5 

97.6 

94.7 

91.6 

89.1 

1962 

96.7 

90.6 

93.5 

93.8 

76.1 

1963 

94.7 

81.5 

94.7 

95.0 

72.3 

1964 

89.4 

78.4 

93.3 

90.2 

71.4 

1965 

87.2 

82.4 

91.7 

90.0 

81.6 

Median 

92.0 

88.7 

98.3 

95.0 

85,2° 

Range 

83.9-100.5 

78.4-97.6 

9,1.7-103.1 

88.2-104.0 

71.4-99.7 

n.a.- 

-not available. 






’Estimated. 

a Total operating expenses divided by total operating revenues. 
^Domestic operations only. 

c Based on data for 12 years rather than 17 years. 


Table 10-3 

Return on Stockholder Equity for Total Trunk and Local Service Carriers 
Western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 

1951-1965 _ 


Return on Stockholder Equity* 1 


Year 

Trunk Carriers** 

Local Service Carriers 

-.PSA 

Total 

Western 

Total 

Pacific 

1951 

17.9% 

17.5% 

13.5% 

6.6 % 

n.a. 

1952 

18.5 

15.0 

-1.9 

10.3 

n.a. 

1953 

14.0 

8.3 

-6.3 

-7.5 

n.a. 

1954 

13.9 

14.4 

14.2 

10.3 » 

n.a. 

1955 

14.8 

17.0 

7.5 

18.9 

n.a. 

1956 

11.9 

22.5 

-4.4 

-6.6 

n.a. 

1957 

4.8 

15.5 

-11.4 

2.1 

227.2% 

1958 

7.7 

9.2 

10.7 

-7.2 

n.a. 

1959 

9.6 

24.8 

0.5 

23.6 

43.1 

1960 

0.0 

8.5 

14.8 

-10.9 

0.0 

1961 

-5.2 

2.2 

21.2 

15.2 

n.a. 

1962 c 

1.2 

11.7 

19.2 

6.1 

45.5 

1963 c 

1.9 

21.6 

13.0 

-0.9 

30.3 

1964 c 

17.1 

25.5 

16.3 

26.4 

29.2 

1965 c 

21.6 

19.6 

19.3 

14.2 

17.7 

Median 

11.9 

15.5 

13.0 

6.6 

n.a. 

Range 

(-)5.2-21.6 

2.2-25.5 

(-)11.4-21.2 

(-)10.9-26.4 

0.0*-227.2* 


n.a.--not available, 

’Estimated. 

a Profit after taxes and special items divided by stockholder equity. The 
certificated carriers’ return is based on the arithmetic mean of stockholder 
equity at the end of the 12-month period a year ago and at the end of each 
quarter of the current 12-month period. PSA’s return is based on stockholder 
equity as of December 31, of each year. 

^Domestic operations only. 

c Includes provisions for investment tax credit. 
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Western, and in comparison with the 18 percent cost of equity 
specified by the CAB as being fair and reasonable for the 
smaller trunk carriers. The negligible return of 1960 was due 
to the Electra problem and was not repeated in subsequent years; 

1965 seems to be the only other year during the period studied 
when PSA’s rate of return was below those of the two total 
carrier groups and Western. The 1965 results are not surprising, 
however, considering greatly increased service and price rrvalry 
given PSA by United and Western and the addition of five 
E-727-100 's to PSA's fleet between April and August 1965, thereby 
more than doubling its capacity and incurring the costs of 
introducing a new aircraft type. 

Conclusion 

This section shows that it has been possible for some 
airlines to survive and operate profitably within Californ' 
under relatively low fares. Indeed, the fact of survival is 
persuasive evidence of the viability of such fares. PSA was 
consistently the intrastate carrier with the lowest fares and 
it survived and prospered throughout the period studied; California 
central did well for several years before succumbing to ae 
effects of such actions as an independent fare increase, a 
costly aircraft lease, and a strike: Mercer was successful in 
providing a very limited service at low fares; and several ^ 
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carriers operated until having to terminate service because of 
noneconomic factors. In addition, the actions of United and 
Western in the early 1950's and, again, in 1962-65 show that 
they preferred to offer low-fare service rather than accept a 
declining traffic share in the major markets. Overall, four or 
more carriers have consistently operated in the Los Angeles- 
San Francisco and Los Angeles-San Diego markets, whereas 
three or four carriers have operated between San Diego and 
San Francisco. Clearly, fares per mile substantially below those 
resulting from the CAB ‘ s across-the-board fare increases have 
proved to be high enough to attract and support extensive airline 
service in the major California markets ever since 1949. 

Table 2 indicates what the fare structure was in the major 
California markets. Similar low-fares existed m the minor 
markets as well. The 1949 data compares the first class fares 
charged by the certificated carriers with the coach fares of the 
intrastate carriers. The 1965 data compares the intrastate fares 
with hypothetical coach fares of the certified carriers computed 
on the same basis as their intrastate fare structure. In reality, 
the interstate carriers were forced to meet the lower fares of the 
intrastate carriers because of competitive pressures. 
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TABLE 2 

Fares Differences in Major California Markets 


Aircraft 


Market 


LAX-SFO Prop, 
jet 


LAX-SAN 


Prop. 
Jet 


SAN-SFO Prop. 


__ 1949 

Cert. FC Calif. < 

$21.05 $ 9.99 


1965 


6.75 


27.80 


52.5 


5.55 17.8 


15.54 44.1 


Cert.Hyp.C. 

Calif. C 

% Lower 

$21.70 

$11.43 

47.3 

23.70 

13.50 

43.0 

9.45 

6.35 

32.8 

10.90 

6.35 

41.7 

27.15 

17.78 

34.5 

29.25 

19.85 

32.1 


Range 


17.8 - 52.5% 


32.1 - 47.3% 








COSTS 


Introduction 

How was it possible for Pacific Southwest Airlines (PSA), 
Mercer Enterprises, and some of the other intrastate carriers 
to achieve profits with low fares per mile when the certificated 
carriers required much higher fares per mile to earn profits 
from their interstate operations? There appears to be no one 
simple answer to this question, and it seems likely that many 
large and small differences in operating practices combined to 
enable the surviving intrastate carriers to operate at lower 
costs than the certificated carriers. Indeed, one would expect 
that the ability of an airline to achieve low average costs 
would have a particularly high survival characteristic in the 
California markets where fares were low and where entry and 
exit were unimpeded by government regulation. 

On the other hand, it may be that operating conditions in 
the major California markets (and in similar high-density inter¬ 
state markets) naturally yield average costs that are lower than 
those attainable in smaller markets, so that the certificated 
and intrastate carriers' costs were about the same in these 
markets while being substantially different on a system-wide 
basis. if this is correct, it follows that the almost universal 
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application of the Civil Aeronautics Board's fare policies and 
increases to all markets, regardless of their cost characteristics, 
results in large profit potentials in California-type interstate 
markets, even greater profit potentials in high-density, long- 
haul markets, and, of course, only low profits or even losses in 

short-haul, low-density markets. 

Actually, low-cost carrier operations and low-cost markets 
are not mutually exclusive, and both could have existed within 
California during the period under study. That is to say , the 
intrastate carriers may have been lov^r cost operators than the 
certificated carriers, and the major. California markets may have 
been served by all carriers at costs that were lower than those 
required to serve smaller markets, information is not available 
with which to investigate the direct effects of market 
characteristics on airline costs. 

implications Regarding Economies of Scale 

The financial data and the experience of the California 
intrastate carriers indicate that most economies of scale 
attainable in airline operations can be achieved by small airlines 
operating a few aircraft over small (in terms of the number of 
cities served) route structures. If large operations are required 
to achieve major economies of scale, then the operating ratios of 


30 











PSA should have been higher than those of Western {which has 
always been much bigger than PSA) and even higher than those of 
Paci f ic__druing-the 1950's (when Pacific was bigger than PSA). 

This was not the case, however. PSA's operating ratios were 
generally equal to Pacific's during the years they both operated 
DC-3 's (despite Pacific’s larger size, higher fares, and subsidy 
receipts), and they were consistently lower than Western's once 

PSA adopted four-engine aircraft. 

It might be argued that PSA's lower operating ratios for 
1957-59 compared with 1950 *nd 1955, and its even lower operating 
ratios for 1961-64, provide ^idence of increasing economies of 
scale. As discussed above, however, these lower operating ratios 
appear to be associated with the\ type of aircraft operated 
(DC-3, DC-4, or Electra rather thanWith the size of operations. 
Note that throughout these years PsV s fleet never exceeded six 
aircraft. In fact, PSA never operated more than four DC-3's at 
one time (from August 1952 to November 1955), and four was the 
maximum number of DC-4's in its fleet (from June 1957 to December 
1959). Would anyone arguing that domestic airlines experience 
significant economies of scale be content to set the top limit of 
such economies during this period at the output of six aircraft? 

The survival over significant time periods of Mercer 
Enterprises and California Central Airlines (with total revenues 
of $128,000 and $177,000 for Mercer in 1964 and 1965, and from 
$1 to $2 million for CCA during 1950-54) provides additional 
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evidence that important economies of scale can be achieved by 
small carriers. The fleets of these and other intrastate 
carriers were miniscule in comparison with those of the trunk 
carriers during the same time periods. Yet, it was possible 
for some of these small intrastate carriers to be profitable 
with fares per mile much lower than those of the certificated 

carriers. 

Overall, the evidence provided by the intrastate carriers 
relative to the certificated carriers seems to be consistent 
with decreasing rather than increasing economies of scale. in 
any case, it is certainly inconsistent with the hypothesis 
that there were significant economies of scale in U.S. domestic 
airline operations through the mid- 1960’s over those attainable 

with, say, five aircraft of a given type. 

If this is indeed true, it becomes obvious that the CAB's 

control of entry has been very important to the existing cer¬ 
tificated carriers. Without such entry control the experience 
of the California intrastate carriers implies that many more 
carriers would now be operating within the U.S. and that many 
other carriers would.have operated at various times over a 
large number of small, simple route structures. This, of course 
would have increased the rivalry that the "grandfather" carriers 
would have otherwise experienced after 1938. There is little 
question that nonregulated airlines would not have evolved into 
a natural monopoly because of economies of scale. Quite the 
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contrary, a prediction of fragmentation seems to be more 

reasonable than one of concentration. 

If only very large airlines had been able to survive while 
providing low-fare service, this would provide evidence that 
economies of scale exist in the airline industry. The facu is, 
however, that the smallest of airlines introduced low-fare 
service and that at least one of these managed to survive while 
achieving operating ratios and returns on stockholder equity 
comparable or superior to those of the much larger certificated 
carriers operating under substantially higher average fares 
per mile. This indicates that there are no significant 
economies of scale in domestic air transportation that cannot 
be achieved by a carrier operating four or five aircraft of a 
suitable type over a small route structure. It follows from 
this that without regulation the U.S. airline industry would 
probably consist of many small carriers rather than a few very 

large ones. 

Resource utilization 

It is also possible to study differences in carrier operating 

1 

practices to determine whether they were an important source of 
differences in operating costs. This section will be devoted 
first to examining differences in aircraft utilization, and 
then to examining differences in personnel productivity. 
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Together, these two types of resources - aircraft (capital) and 
personnel (labor) - provide the major inputs purchased by 
airlines; therefore, they probably account for a substantial 
part of the cost differences attributable to carrier operating 
practices. 

Aircraft Utilization 

ijhe following three measures indicate the overall intensity 

with which aircraft are utilized by airlines: 

1. The average number of revenue hours per day that each 
aircraft is operated (a measure of airframe utilization). 

2. The number of seats installed in each aircraft type for 
a given class of service (which indicates the extent 

to which the aircrafts's interior is used). 

3. The average passenger load factor (which measures the 
degree to which the installed seats are utilized). 

If a carrier flies its aircraft more hours each day, installs 
more seats in a given aircraft type for some class of service, 
and sells a higher percentage of those seats on each flight than 
other carriers, then it clearly utilizes its aircraft resources 
more intensively than the other carriers, in the following 
three subsections, the certificated and the intrastate carriers 
will be compared with respect to these three measures. 
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Revenue Hours per Aircraft per Day 

Table 11-1 presents much of the fragmentary information that 

is available regarding the average number of revenue hours per 
day that the intrastate carriers operated their aircraft, in 
addition, comparable data for the certificated trunk and local 
service carriers are also presented. These data show that in 
1964 three of the intrastate carriers had much lower daily 
aircraft utilizations than PSA, the trunk carriers, or the local 
service carriers. Of these three, California Time (with 1.8 
hours per aircraft per day) was a short-lived carrier that 
obviously failed to find a significant demand for service between 
San Jose/Oakland, Burbank and Palm Springs. Since Mercer 
operated scheduled service only on weekends, its 0.8 hour per 
aircraft per day is not surprising. Daily service would have 
increased its aircraft utilization (but not necessarily its 
passenger load factor). Trans California’s low utilization rate 
of 2.1 hours per day was due to its leasing arrangement with 
California Airmotive, whereby it agreed to keep four to five air¬ 
craft maintained and operable so that they would be immediately 
available for sale should such an opprotunity present itself. 
Actually, two aircraft could have adequately covered its schedule 
pattern and would have brought its average aircraft utilization 
up to almost five hours per day. 
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Tabic 11-1 


Average Number of Revenue Hours per Aircraft per Day 
Certificated and California Intrastate Carriers 
All Services, Selected Years 1952-1964 


Average Number of Revenue Hours per Aircraft per Day a 


Year 

Total Certificated 


California Intrastate 

• 


Trunk 

Local Service 

CCA 

CTA 

Mercer 

TSA 

TCA 

1952 

7.3 

6.0 b 

5.4 

— 

_ 

8.0 

— 

1955 

7.7 C 

6.0 

n.a. 

— 

— 

7.3 


1958 

7.5 

6.5 

— 

— 

— 

6.6 

— 

1961 

5.9 

5.4 

— 

— ' 

— 

7.0 


1964 

6.5 

5.5 

—■ 

1.8 d 

0.8 C 

8.7 

2.1 f 


n.a.—not available. 

Calculated by dividing the number of aircraft days assigned to service into 
revenue aircraft hours flown. 

^Scheduled service only. 

c Excludes a small number of hours flown by Eastern with aircraft not 
assigned to its fleet. Also, excludes National’s helicopter operation. 

^California Time Airlines operated from September 19, 1964, through Feb¬ 
ruary 1, 1965. This figure applies to this entire period. 

e Merccr Enterprises inaugurated scheduled service on or about April 18, 
1964. This figure applies to its first full 12 months of operation from May 1964 
through April 1965. 

*Trans California Airlines terminated service on October 7, 1964. This figure 
applies to its operation from January 1 through October 7, 1964. 





In contrast to these cases of very low aircraft utilization, 
the two largest intrastate carriers - California Central and PSA- 
appear to have been able to achieve utilizations generally equal 
to or above those of the local service carriers and quite compar¬ 
able to the averages for the trunk carriers. While PSA had a higher 
average daily utilization than the trunk carriers in three out 
of the five years given in Table 11-1, its 6.6 to 8.7 hours per 
aircraft per day always fell within the annual range of daily 
aircraft utilization by the indiviaul trunk carriers, similarly, 
California Central's 5.4 hours per day in 1952 was close to the 
lowest individual trunk carrier's (TWA) daily utilization of 5.7 
hours for that same year. Since the trunk carriers' routes 
have always been longer than those of the intrastate carriers, 
their average stage lengths have been greater, and longer 
flights tend to increase average daily utilization (by 
decreasing relative ground time). The intrastate carriers, 
therefore, may be penalized somewhat by a system-wide comparison 
with trunk carriers. At the same time, the intrastate carriers 
average stage lengths have been greater than those of the local 
service carriers, thereby improving their showing relative to that 
group. Overall, it seems proper to conclude that, aside from 
identifiably unique situations, the intrastate carriers utilized 
their aircraft about as intensively as the trunk carriers, and 
did somewhat better in this respect 
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than most loca1 service carriers 









Number of Seats Installed per Aircraft 


A different situation emerges with regard to the number of 
seats installed in each aircraft. First, the intrastate carriers 
operated very little of what might be classified as first-class 
service. Aside from Pacific Air Lines' (the intrastate carrier) 
service in 1946-47, all intrastate carrier aircraft were 
operated in essentially high-density configuration, whereas the 
certificated carriers operated a large number of aircraft in low- 
density, first-class configuration. This alone served to 
increase the average number of seats installed in the intrastate 
carriers' aircraft compared to the average number of seats in 
similar aircraft operated by the certificated carriers. 

Putting aside the effects of class of service on the average 
number of seats per aircraft, a direct comparison between coach- 
configured aircraft shows that significant differences existed m 
the seating configurations of the carrier groups. As can be seen 
from the data in Table 11-2, with the exceptions of California 
Central's DC-4, PSA's initial DC-4 configuration, and the L-049's, 
the intrastate carriers consistently installed more seats in their 
aircraft than the certificated carriers did in their coach versions 

of the same aircraft. 
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The relatively short routes and flight stage lengths of the 
intrastate carriers may facilitate the installation of more 
seats in a given cabin area since passenger comfort and payload 
restrictions are less critical on such stage lengths than they 
are on the longer stage lengths over which the certificated 
carriers operate their aircraft outside of California. Both 
United and Western,however, assigned special aircraft to serve 
just the major California markets, and even these aircraft had 
seating configurations that were not as dense as those adopted by 
PSA. Western’s DC-6B Thriftair aircraft contained 92 seats, 
compared to the 98 seats PSA installed in its DC-6B; and 
United's B-727-100 Jet Commuter aircraft had 113 seats, compared 
to the 122 in PSA's B-727-100' s. These differences of 6.5 and 8 
percent are not tremendously large, but they are similar to the 
other differences shown in Table 11-2, thereby indicating that the 
certificated carriers did not limit the number of coach seats 


because of their longer stage lengths. 

Given the strict physical dimensions of the interior of any 
aircraft, and given the consistency with which the intrastate 
carriers installed more coach seats within each aircraft type, it 
is clear that these carriers did utilize the cabins of their 
coach-configured aircraft more intensively than did the 
certificated carriers. When the certificated carriers’ first- 


class or mixed-class configured aircraft are 


included to provide 
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RESOURCE. UTILIZATION 

Tabic 11-2 


Coach Seating Configurations for Aircraft Operated within California 
by Both the Certificated and the California Intrastate Carriers 

1949-1965 


Aircraft 

Certificated 

California Intrastate 

Intrastate % of 

Type 

Carrier 

No. of Scats 

Carrier 

No. of Seats 

Certificated 

DC-3 

United 

_a 

CCA 

28 8c 32 

__ 


Western 

_a 

PSA 

28 8c 31 



Pacific 

_a 

Others 

28 


M-202 

Pacific 

40 

CCA 

44 

110% 

DC-4 

TWA 

62 

CCA 

60 

97-111 


United 

64 & 66 

PSA 

62 8c 70 



Western 

66 

Others 

73 


L-049 

TWA 

80 & 81 

Futura 

81 

100-101 




Paradise 

81 


L-749 

TWA 

_b 

TCA 

98 

- 

DC-6B 

United 

79 

PSA 

98 

103-124 


Western 

87,92,95 



;.. 

Electra 

Western 

94 & 96 

PSA 

98 

102-104 

B-727 

United 

113 

PSA 

122 

108 


a The certificated carriers did not operate their DC-3’s in coach configuration 
within California. United and Western installed 21 first-class seais in their 
DC-3’s, while Pacific installed 28 such seats. 

^TWA did not operate its L-749’s in coach configuration within California. 
Its maximum first-class seating configuration for L-749’s was 55 seats. 


AIRLINE REGULATION IN AMERICA 


Table 11-3 

Average Annual Passenger Load Factors 
for the Certificated and California Intrastate Carriers 
_ Scheduled Service, 1946-1965 __ 

_ Passenger Load Factor (Percent) 


Year 

Certificated Trunk 

Total Cert. 

Total 


First Class 

Coach 

Local Service a 

Intrastate^ 

1946 

78.8% 


37.9% 

P..a, 

1947 

65.7 

— 

29.8 

n.a. 

1948 

58.5 

72.9% c 

27.1 

— 

1949 

58.7 

70.2 

28.2 

66.9 

1950 

61.2 

74.2 

31.5 

73.9 

1951 

68.9 

74.5 

37.4 

69.0 

1952 

65.3 

75.6 

37.5 

65.9 

1953 

62.2 

72.8 

38.6 

67.1 

1954 

61.2 

68.2 

42.2 

69.2 

1955 

62.3 

67.6 

45.2 

72.2 

1956 

62.4 

67.3 

45.8 

75.7 

1957 

59.4 

65.1 

45.2 

80.6 

1958 

58.9 

61.7 

45.7 

72.4 

1959 

59.5 

64.1 

44.4 

71.1 

1960 

56.1 

63.3 

41.9 

71.1 

1961 

51.6 

60.2 

41.6 

72.1 

1962 

46.6 

57.6 

42.3 

75.3 

1963 

51.7 

54.9 

43.8 

72.8 

1964 

49.9 

57.8 

46.4 

74.9 

1965 

49.0 

57.7 

47.3 

63.3 


n.a.—not available. 

a Somc local service carriers operated small amounts of coach service in 
1952-53 and from 1956 to early 1965. Their coach load factors were generally 
above their first-class load factors and, overall, equaled 51.3 percent. However, 
due to the limited quantity of coach service, the total local service load factor 
was no more than 0.3 percentage points above the first-class load tactor in any 
one year. 

“Partially estimated, includes all services. 
c Coach service inaugurated November 4, 1948. 







fleet-wide comparisons, the intrastate carriers' relative cabin 
utilization becomes even more intensive than that of the CAB- 
regulated airlines. 

Passenger Load Factors 

The final measure of aircraft utilization to be considered is 
average annual load factor - the percentage of total seats flown 
that were actually occupied by revenue passengers. Table 11-3 
presents load-factor data for the three carrier groups from 1946 
through 1965, and shows that the trunk carriers 1 first-class 
load factors ranged downward from 78.8 percent in 1946 and 
68.9 percent in 1951, to a low of 46.6 percent in 1962. In 
comparison, their coach load factors ranged from 75.6 percent 
(1952) to 54.9 percent (1963) and were consistently 3 to 14 
percentage points higher than those for their first-class service 
Because the low average load factors for the local service 
carriers set them apart from the other two carrier groups, they 
will not be considered further in this section. It should be 
noted, however, that their low load factors are consistent with 
their large subsidy payments. If the local service carriers' 
subsidy payments were converted to passenger equivalents, their 
resulting passenger-plus-subsidy load factors would be much 

higher than their actual load factors. 
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The most significant comparison is between the trunk 
carriers' coach load factors and the total load factors for 
the California intrastate carriers. From 1949 through 1953 
(the end of the Korean War), the trunk carriers’ coach load 
factors were generally above those of the intrastate carriers. 
Overall, during those five years the trunk carriers managed to 
fill 73.9 percent of their available coach seat miles, compared 
to the 69.8 percent the intrastate carriers filled (disregarding 
the denser seating configurations of the California carriers' 
aircraft). In every year following 1953, however, the 
California intrastate carriers' average load factor exceeded that 
for the trunk carriers’ coach service by amounts ranging from 
1.0 percentage point in 1954 to 17.9 percentage points in 1963. 

From 1955 through 1964, the intrastate carriers' average annual 
load factor never fell below 70 percent and reached a high of 80.6 
percent in 1957. Over the 12 -year period from 1954 through 1965, 
their weighted mean load factor was 71.2 percent, compared to a 
12-year average of only 59.1 percent for the trunk carriers' coach 
operations - a difference of 12.1 percentage points. 

As was discussed above in relation to cost differences, it 
may be that these large load-factor differences were due primarily 
to the differing characteristics of the markets served by the 
two carrier groups, or they may have been due in large part to 
different operating procedures resulting from management decisions 
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and policies that were quite independent of market characteristics. 
The best way to test which of these was the primary reason would be 
to compare the load factors of all turnaround flights operated 
by the certificated and intrastate carriers solely in the three 
major markets - that is, flights scheduled to serve mainly local 
traffic. Large differences in the load factors of such flights 
would imply that management decisions were primarily responsible for 
the carriers' performance, whereas inconsequential differences 
would indicate that market characteristics were the important 
factor. Unfortunately, such detailed information is not available. 
In fact, only system-wide load factor data are publicly available 
for the certificated carriers, and one of the intrastate carriers 
had a policy of not divulging information that would permit the 
direct calculation of even its system-wide load factors. It is 
therefore necessary to rely upon indirect analyses to investigate 
the reasons for differences in overall coach load factors. 

Several factors serve to indicate that different market 
characteristics were not the primary reason for the trunk carriers 
lower coach load factors. First, prior to the widespread adoption 
of dual-configured jet aircraft in the early 1960's- the trunk 
carriers confined coach service to their high-density markets 
and provided only first-class service in relatively low-density 
markets. From 1954 through 1959, coach traffic accounted for 33 
to 44 percent of total trunk RPM, but even in this period the 


43 






trunk carriers' coach load factors ranged from 1.0 to 15.5 
percentage points under those of the intrastate carriers. 

Second, the intrastate carriers also served several minor 
markets within California, although the three major California 
markets did generate most of the traffic carried by the intra¬ 
state carriers as a group, it appears that the overall range of 
traffic densities for markets having coach service was greater 
for the intrastate carriers than for the trunk carriers. 

During the period studied, trunk carriers did not operate coach 
service in markets as small as Burbank-Inyokern, Lake Tahoe- 
Oakland/San Jose, or Burbank-Brown Field, etc. 

Finally, a comparison of system load factors for individual 
intrastate carriers shows that high average load factors were 
achieved in minor as well as in major markets. For example. 

Paradise achieved load factors of about 69 percent in its Lake 
Tahoe-0akland/San Jose service during 1963 and early 1964, while 
Mercer Enterprises' load factor between Burbank and Brown Field was 
about 76 percent from April 1964 through 1965. In contrast, Trans 
California's average load factor was just 44 percent during its 
more than two years of service in 1962-64, even though it operated 
in the relatively major markets of Oakland-Burbank-Los Angeles- 
San Diego. These performances are inconsistent with the hypothesis 
that high load factors result from serving high-density markets. 
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in contrast to the above findings, it seems reasonable to 
conclude that management decisions do play an important role in 
determing load factors. In the first place, high load factors 
could "easily" be achieved by the certificated carriers if all of 
their managements "simply" adopted the policy that flights would 
not be scheduled if they did not consistenly operate at, say, a 
70 percent load factor. Given various marketing (demand- 
increasing) activities that could be implemented, varieties of 
aircraft that could be utilized, levels of service quality that 
could be offered, and the relatively high marginal revenue 
resulting from the certificated carriers' fare level and 
structure, such a policy would probably not yield maximum 
profits, but it would increase average load factors. Another way 
to do this would be to lower the fare level. As fares decreased, 
greater numbers of passengers would be required on each flight in 
order to equate marginal revenues with marginal costs (other 
things held constant), and airline managers would be motivated 
to schedule flights to achieve higher load factors in order to 
maximize profits under the new fares. (Conversely, increases 
in fare levels would promote lower load factors). Of course, 
the- differences in fare levels for the certificated and intra¬ 
state carriers are consistent with the observed differences in 
load factors between these carrier groups, still another 
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discretionary way to increase load factors would be to change the 
number of scheduled flights in accordance with daily, weekly, 
and seasonal (annual) fluctuations in traffic. Thus, fewer 
flights would be scheduled to depart at 3 A.M. than at 8 A.M. 
each day, fewer flights would be operated on Saturdays than on 
Fridays and fewer daily flights would be scheduled during 
February of any year than during the following August when 

traffic is at its seasonal peak. 

happens that some data are avialable regarding traffic 
and schedule fluctuations in the three major California markets 
that support the hypothesis that management decisions did play 
a significant role in the intrastate carriers' achievement of 
relatively high load factors. PSA reported that Friday and 
Sunday each accounted for something over 21 percent of its total 
weekly traffic, with the other five days each accounting for 
between 10.5 and 13.0 percent. Generally speaking, business 
travel predominates on Monday through Thursday, then on 
Friday and Sunday afternoons and evenings there is a large volume 
of weekend personal and pleasure travel which results in traffic 
peaks. Given such a predictable weekly traffic fluctuation, a 
concurrent fluctuation in schedules should yield a higher average 
load factor than if the same number of flights were distributed 
| equally over the week so that 14.3 percent of total weekly flights 
were operated each day. 

j '• ...; - ; - ' ' : ; 

.. . ■. ■■ ■.. . . ' ■' : ' ... •■• ' \ '= . . 
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Table 11-4 gives the percentage of total weekly seats 
scheduled on Friday and Sunday (combined) in the three major 
California markets by the certificated and California intrastate 
carriers at various times from 1948 to 1965. This table shows 
that the certificated carriers* schedules were much less responsive 
to weekly traffic fluctuations than were those of the intrastate 
carriers. Indeed, it turns out that the median percentages of 
weekly seats operated by the certificated carriers on Friday and 
Sunday were 28.6 and 28.7 percent for both first-class and 
coach service in all three markets. This is the percentage that 
would be obtained if all flights were operated seven days a 
week - that is, 2/7=28.6 percent. In contrast, the intrastate 
carriers' Friday and Sunday median percentages were 35.8 percent 
for Los Angeles-San Francisco, 28.1 percent for Los Angeles- 
San Diego, and 31.2 percent for San Diego-San Francisco. 

The intervals of the ranges for each series in Table 11-4 
provide an even better idea of the relative scheduling flexibility 
of the two carrier groups. With two exceptions, the intervals 
for the certificated carriers are smaller than three percentage 
points, thereby indicating only small changes in scheduling 
practices over these years. In comparison, the intervals for the 
intrastate carriers were 14.4, 11.7, and 9.8 percentage points. 
Obviously, the intrastate carriers varied their weekly schedules 
than the certificated carriers did. 
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resource utilization 


Tabic 11-4 

Percentage of Total Weekly Seats Scheduled on Friday and Sunday- 1 
in the Three Major California Markets 
by the Certificated and the California Intrastate Carriers 

Selected Dates 1948-1965___ 




r.f Tnrr .1 Weekly Seats Scheduled on Friday and Sunday 3 



LAX/BU R-S FO/OARb 
Crrtificatcd Intra- 

LAX/BUR/LGB/ONT-SAN 
Certificated Intra- 

SAN-SFO/OAK/SJC 
Certificated Intra- 

S / 1/4 S 
7/31/49 

First 

28.7% 

28.4 

Coach 

state 

30.3% 

First 

28.6% 

24.4 

Coach 

state 

29.6% 

First 

28.6% 

28.6 

Coacn 

siaic 

29.6% 

3/ 1/51 

9/ 1/52 
9/ 1/53 
12/ 1/54 
8/ 1/55 

28.7 

28.4 

28.7 

28.6 

29.1 

30.8% 

28.6 

28.6 

28.6 

30.1 

35.8 

37.4 

39.2 

39.2 

35.2 

29.4 

28.6 

28.6 

28.2 

28.6 

28.6% 

28.6 

2 5 .6 

28.6 

27.7 

29.7 

31.6 

29.6 
28.3 

29.1 
28.6 
28.6 

27.1 
27.6 

28.6% 

28.6 

28.6 

28.6 

28.4 

34.0 

35.0 

32.8 

32.1 

8/ 1/56 
8/ 1/57 
8/ 1/58 
8/ 1/59 
8/ 1/60 

29.1 
28.3 

29.2 
29.1 
28.7 

30.0 

30.3 

28.5 

28.2 

28.2 

35.8 

42.4 

44.7 

31.1 

38.6 

28.6 

27.9 

28.2 

28.3 

28.6 

28.6 

28.6 

28.8 

28.8 

28.8 

20.0 

28.1 

31.7 

29.7 
24.4 

28.6 

29.7 

29.1 

27.1 
29.9 

28.6 

28.6 

28.6 

29.1 

29.6 

29.4 

35.9 

37.9 
35.0 
31.1 

8/ 1/61 
8/ 1/62 
8/ 1/63 
8/ 1/64 
10/ 1/64 
8/ 1/65 

28.9 

28.4 
28.0 
28.2 

28.5 
29.2 

28.6 

28.5 

28.5 

28.6 
29.0 
29.6 

38.3 

36.1 
35.0 

33.1 
33.1 
33.1 

27.5 

28.6 
28.2 

28.5 

28.6 
28.1 

29.2 
28.8 

29.3 
28.6 
28.8 
28.2 

23.7 
24.6 
29.3 
23.1 
23.1 

25.8 

28:6 

28.6 

23.1 

28.4 

27.8 

23.1 

26.9 
26.9 

28.2 

28.1 

29.2 

33.1 
28.6 
28.6 

31.2 

Median 

28.7 

28.6 

35.8 

28.6 

28.0 

28.1 

28.6 

28.6 

31.2 

Range 

28.0- 

29.2 

28.2- 

30.8 

30.3- 

44.7 

27.5- 

29.4 

28.2- 

29.3 

20.0- 

31.7 

23.1- 

29.9 

23.1- 

29.6 

28.1- 

37.9 


a Flights scheduled to depart up to 2:30 A.M. on Saturday or Monday were considered to 
. have been Friday or Sunday flights. 

b LAX/BUR/LGB/ONT-SFO/OAK/SJC. 
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Unlike the intrastate carriers' schedules for the two long- 
haul markets, a number of their Friday and Sunday percentages 
for the short-haul Los Angeles-San Diego market fell well below 
28.6 percent. The lowest share was 20.0 percent (for 8/1/56), 
and the perchetages for seven out of the last eleven dates were 
less than 28.6 percent. The low percentages for this market in 
these more recent years could have been due to a number of 
factors. First, the traffic pattern may have changed, reducing 
Friday and Sunday traffic. Such a reduction could have resulted 
from substantial improvements in freeways which might have encour¬ 
aged automobile travel between these adjacent metropolitan areas. 
Second,personal and pleasure air travel may be relatively less 
important in this market, yielding a traffic low rather than a 
traffic peak on Fridays and Sundays. Third, it may be that PSA 
(the sole intrastate carrier in this market from 1957 through 
1962) found itself short of aircraft and/or crews during these 
weekly peak periods and discovered that it was more profitable 
to concentrate its resources in the longer-haul markets. This 
could be particularly true of the period represented by 8/1/56, 
when PSA's total fleet consisted of only two DC-4 's and when its 
Friday and Sunday precentage in this market fell to 20.0 percent. 
Regardless of whether the Friday and Sunday seat percentages were 
above or below 28.6 percent, the important fact is that the 
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intrastate carriers did vary their schedules much more than the 
certificated carriers. This variability in the intrastate carriers' 
schedules implies a conscious effort by their managements to 
adjust output to correspond to the different demands exisitng 
during the week, and the system load factors given in Table 11-3 
indicate that they were successful in this endeavor. In com¬ 
parison. the certificated carriers tended to ignore weekly traffic 
fluctuations in the major California markets. To the extent their 
California practices represent their scheduling policies in 
interstate markets, their relatively low annual load factors are 
also consistent with their chosen operating procedures. 

It can be argued that PSA's (and the other intrastate 
carriers') traffic fluctuations differed significantly from those 
of the certificated carriers. The better-known certificated 
carriers may have attracted relatively more business travelers, 
whereas - due to their consistently lower fares - the intrastate 
carriers may have attracted more personal and pleasure travelers. 
Thus, the certificated carriers' traffic may have been more stable 

than that of the intrastate carriers. This explanation might 

4-}, e 1950's, but with the introduction 
apply to differences found in the r* 

of Electra aircraft by PSA and the increasing demand for coach 
service for business travel, it would certainly not apply to the 
1960's. Also, while there is no published data available, this 
writer knows from professional experience that the certificated 
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carriers do experience weekly traffic peaks on Fridays and 
Sundays. Evidence of this can be found in their provisions for 
the "family plan" and "Discover America" promotional fares which 
generally suspend these promotional fares from Friday noon 
through Friday midnight or Saturday noon, and from Sunday noon 
through Monday noon - the same periods during which PSA experienced 
its traffic peaks. 

Overall, the evidence is most consistent with the hypothesis 
that the intrastate carriers' relatively high load factors are 
primarily the result of conscious scheduling decisions by their 
managements, decisions that may well have been imposed by the 
requirements for survival under the low fares in effect since 
1949. At the same time, the certificated carriers' less 
flexible scheduling practices and lower load factors may reflect 
the higher fares authorized by the CAB, and the emphasis on 
service quality by all such carriers in their attempts to obtain 
larger shares of total traffic when price rivalry is precluded 
by CAB regulation. 

Summary 

Taken together, the three parts of this section show that 
the intrastate carriers generally utilized their aircraft resources 
more intensively than the certificated carriers. This greater 
utilization appears not to have been the result of flying each 
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aircraft more hours per day during the year. Rather, it resulted 
from the intrastate carriers generally installing more seats in 
each of their aircraft than the certificated carriers and then 
usually achieving higher load factors - that is, selling more 
seats on each flight. In addition, the offering of low-density, 
first-class service by the certificated carriers also served 
to decrease their overall aircraft utilization relative to the 
intrastate carriers. 

Still another measure of aircraft utilization is the total 
number of years each aircraft is operated. It was pointed out in 
chapter 3 that the trunk carriers repeatedly purchased new 
aircraft to replace their existing aircraft, whereas, with the 
exception of PSA's Electras and B-727's, the intrastate carriers 
bought or leased used, obsolescent aircraft, most of which had 
been discarded by the trunk carriers. Thus, the intrastate 
carriers served to extend the productive lives of these aircraft, 
therby increasing their overall utilization. This is another 
example of greater efficiency (increasing the output of a given 
resource) by the intrastate carriers. This efficiency was 
reflected in the low prices they paid for their used piston- 
powered aircraft which, in turn, served to lower their expenses. 

The differences between the trunk and intrastate carriers 
in aircraft utilization appear to have been due more to differences 




in operating practices determined by management decisions than 
to differences in market characteristics (especially when the 
comparison is limited to coach-type operations). Both seat 
tallation and fluctuations in weekly schedule patterns are 
directly controlled by management. In addition, the observed 
load factor differences are also consistent with the relative 
fare levels of these two carrier groups - that is, lower fares 
require larger passenger loads to equate marginal revenues with 
marginal costs and thus maximize profits. In California, 
management decisions determined both fare levels and scheduling 
practices, and those who made the correct decisions were 
rewarded with the survival of their companies. 

Relative Output per Employee 

Several measures of employee productivity are used in the 
airline industry. For example, the CAB publishes the following 
"crude measures" of productivity: 

1. Overall available ton-miles per employee. 

2. Overall revunue ton-miles per employee. 

^• Total operating revenues (excluding subsidy) per em¬ 
ployee . -! 

It is important to realize, however, that dividing some measure 
of total output by the total number of employees does not yield 
a measure of employee productivity. Rather, it indicates the 
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amount of output per employee resulting from the combined use of 
all inputs. These inputs include those purchased by the airlines 
(such as labor, aircraft,airport facilities, and fuel), as well 
as those whose costs are not borne directly by the carriers (for 
example, the airway, air traffic control, and weather services 
provided by the federal government). Even though output per 
employee does not indicate the absolute contribution of airline 
personnel to total output, it can be used to yield insights into 
relative employee productivity, providing comparisons are made 
between carriers or carrier groups whose proportions of labor to 
nonlabor inputs are roughly similar. 

All airlines use the federal airways, lease airport facilities 
for their aircraft and traffic handling operations, and usually 
lease the land and buildings where they conduct their maintenance, 
sales, and administrative activities. These inputs, together with 
other supplies and services, are generally available to all carriers 
under equal or very similar terms, and the certificated and intra¬ 
state carriers appear to be comparable with regard to their use. 

This leaves aircraft as the most important nonlabor input by which 
the carrier groups might be differentiated. It turns out, however, 
at Irttle difference seems to exist between the carrier groups 
in the use of this input relative to other capital inputs. For 
the years 1951 through 1965, the end-of-year booh values of the 
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trunk carriers' flight equipment plus spare parts and assemblies 
(at cost and before depreciation) comprised between 81.2 and 89.1 
percent of the undepreciated book values of their total operating 

property and equipment (the higher percentages apply to the 1960's 

% .. 

For the local service carriers, flight equipment plus spare parts 
and assemblies made up 78.3 to 89.4 percent of the total undepre¬ 
ciated book value of their operating property and equipment for 
these years. Comparable data are not available for any of the 
intrastate carriers except for PSA from 1962 to 1965. During 
these four years, PSA's flight equipment, etc., accounted for 
89.4 to 93.9 percent of the undepreciated book value of its total 
operating property. Given a similarity in other nonlabor inputs, 
this apparent consistency in the dominance of aircraft over all 
real capital inputs means that if labor inputs are found to be 
roughly proportional to aircraft inputs it should be possible to 
use measures of output per employee to obtain fairly reliable 
estimates of relative labor productivity for these carrier groups. 

An indication of the use of labor inputs relative to aircraft 
inputs may be obtained by dividing the total number of aircraft 
assigned to service for some period into the total number of em¬ 
ployees for that period. The results of such a calculation for 
various years from 1949 through 1965 are presented in Table 11-5, 
The data m this table indicate that while California Central and 
PSA operated two-engine aircraft (through 1955), they utilized 




around 30 employees per aircraft (this estimate excludes the 48 
employees per aircraft for PSA in 1951, on the assumption that it 
was inflated by employees engaged in fuel sale and flying school 
activities). This figure is about 25 percent lower than that of 
the local service carriers through 1961, the period when those 
carriers were mainly operating similar two—engine aircraft. 

PSA's adoption of DC-4’s increased its number of employees per 
aircraft from around 30 to about 48 - somewhat more than that 
of the local service carriers but just half the number for the 
trunk carriers for 1952-58, when those carriers produced about 
three-quarters of their total available seat-miles (ASM) in four- 
engine propeller aircraft that were mainly larger and faster than 
PSA's DC-4's. Following its adoption of Electras, PSA employed 
around 88 persons per aircraft, but this was still only about 
90 percent of the number of employees per aircraft that the trunk 
carriers utilized during 1952-58, while operating aircraft that 
were slower than the Electra. The further increase in the 
trunk carriers' number of employees per aircraft in 1961, 1964, 
and 1965 shows that substantially larger numbers of employees 
were utilized to operate jet aircraft. Assuming the average speed 
and size of PSA's Electras in 1962-64 were roughly comparable to 
the average speed and size of the trunk carriers' diverse fleet 
during 1961 (when they produced 50 percent of their total ASM in 




jet aircraft, and 14 percent in turboprop aircraft), it appears 
that PSA utilized about 20 percent fewer employees per aircraft 
than the trunk carriers, while operating a similar "class" of 
aircraft. 

Overall, it is clear that the number of employees per air¬ 
craft is influenced by the size and speed of the aircraft operated. 
Given this, however, it seems that the intrastate carriers 
utilized around 25 percent fewer employees per aircraft than the 
certificated carriers for each class of aircraft. The law of 
diminishing returns, therefore, would lead one to predict some¬ 
what greater average output per employee for the intrastate 
carriers. How much greater cannot be determined from these 
data, but if the differences in output per employee are much 
greater than the differences in number of employees per aircraft, 
it may still be reasonable to conclude that there are significant 
differences in relative labor productivity beyond the effects 
due to the use of different proportions of labor and nonlabor 
inputs. The following subsections show that this does seem to 
be the case. 

ASM per Employee 

The most general measures of physical output are available 
ton-miles and revenue ton-miles. Since it has not been possible 
to obtain such measures for the intrastate carriers, available 

-57- 



RESOURCE UTILIZATION 


Table 11-6 


Avciagc Annual Available Scat-Miles per Employee 3 
Tola 1 Trunk and Local Service Carriers, California Central Airlines 
Western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 
- Selected Years 1950-1965 _ 

---—Ave rage Annual Available Scat-Mil es per Employee. 3 

—-— — nk - - Local Service California Intrastate 

-V otal Western Total Pacific CCA psT— 


216,000 

218,000 

329,000 

341,000 

368,000 

389,000 

499,000 

544,000 

567,000 

603,000 


29S,000 C 

270,000 c 

385,000 

408,000 

410,000 

503,000 

726,000 

781,000 

774,000 

769,000 


152,000 

161,000 

182,000 

179,000 

193,000 

202,000 

257,000 

277,000 

298,000 

312,000 


190,000 

168,000 

213,000 

220,000 

274,000 

254,000 

310,000 

326,000 

315,000 

321,000 


184,000 d 

n.a. 

315,000 d 


n.a. 

270,000 d 

n,a. 

499,000 d 

617,000 

!> 

743,000 

970,000 

1,160,000 

1,290,000 

1,270,000 


n.a.—not available. 

^Calculated by dividing total number of employees into annual average 
scheduled available seat-miles. Employee data are for a brief period of time fn 
each year, wmle the ASM data pertain to the entire year. 
b Domes tic operations only. 

^Includes Inland Air Lines merged with Western on April 10,1952. 

Based on data that are partially estimated. 






seat-miles and revenue passenger-miles (RPM) are used here. 
Unfortunately, these more limited measures penalize the cer¬ 
tificated carriers because a much larger portion of their total 
operations is involved in transporting cargo (freight, express, 
and mail). To compensate partially for this bias in favor of 
the intrastate carriers, an added output measure based on total 
operating revenues will also be used which, because of the 

differences in fare levels, is biased in favor of the certificated 
carriers. 

It was possible to obtain employment information for only two 
years for CCA and for just eight years for PSA. CCA employed about 
200 persons, in both 1950 and 1954, while PSA's range from 1951 
through 1965 was 115 to 740 employees. During the same period, 
the employment for Western (one of the smaller trunk carriers) 
ranged from 1,288 to 4,328 persons, while Pacific employed between 
256 and 814 persons. At no time did PSA's employment equal 

Pacific's, even though by 1960 PSA's output was much larger than 
Pacific's. 

Table 11-6 presents the average annual ASM per employee for 
the four carriers and the two certificated carrier groups for 
the 10 years from 1950 through 1965 for which CCA's or PSA's 
employment information is available. During these years, the total 
trunk carriers had much higher outputs per employee than the local 
service carriers as a group (increasing to almost twice the output 
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per employee by 1965), whereas Western's outputs per employee 
were consistently higher than those for total trunk carriers, 
and Pacific's were higher than those for total local service 
carriers. Over the 16-year period covered by the data, all 
of the certificated carriers ASM per employee increased greatly, 
doubtless due in large part to the bigger and faster aircraft 
operated as the years progressed and, for the trunk carriers, 
to the increasing emphasis on high-density coach service. 

The average annual ASM per employee for CCA in 1950 was 
almost equal to that for Pacific (both carriers operated DC-3's 
that year), although it was superior to that for total local 
service carriers. The data for PSA show that even when operating 
DC-3's in 1951 and 1955, its ASM per employee were far superior 
to the local service carrier group and to Pacific, in fact, they 
were even 24 or 46 percent higher than those for the total trunk 
carriers and either equal to or 22 percent greater than Western's 
ASM per employee. Then, when it operated four-engine aircraft, 
PSA's average annual ASM per employee ranged from 34 to 67 per¬ 
cent higher than Western's and from 68 to 128 percent higher 
than the average for total trunk carriers. Finally, in 1965 PSA 
still managed to produce 111 percent more ASM per employee than the 
trunk carriers (and 65 percent more than Western), despite the 
fact that, whereas 80.6 percent of total trunk ASM were produced 








m jet aircraft, PSA did not introduce jets until April 1965 and 
produced only about a third of its ASM with such aircraft. 

RPM per Employee 

A similar, but even more striking, difference is found when 
these carriers are compared on the basis of average annual RPM 
per employee (see Table 11-7). This measure is influenced by 
the generally superior load factors attained by the intrastate 
carriers, and here there is no question about whether CCA was 
more like a local service carrier or a trunk carrier. m each of 
the two years for which employement data are available, CCA's 
average annual rpm per employee was much above that for the total 
local service carriers and even exceeded that for total trunk 
carriers by 4 percent. In fact, its figures for these two years 
were close to Western’s relatively high outputs per employee. 

PSA s achievements were even more impressive than CCA's. 
During every year for which information is available, its average 
annual RPM per employee exceeded that of the total trunk carriers 
and Western, not to mention the local service carriers and 
Pacific. in 1951 and 1955, while operating DC-3•s (except for the 
last month and a half of 1955), PSA’s outputs per employee were 19 
and 60 percent higher, respectively, than Western’s. During 1957 
and 1959, while operating DC-4’s, PSA’s outputs per employee 
were 75 to 124 percent greater than that of both the total trunk 










carriers and Western. Then* in 1962-1964, with an all-Electra 
fleet, PSA retained its 100 percent or more lead over Western 
while increasing its lead over the trunk carriers to 218 percent, 
despite the extensive operation of jet aircraft by these carriers. 
The large increase in PSA‘s personnel in 1965 (associated with the 
addition of five B-727-100's to its existing six Electras) 
resulted in a drop in its output, per employee, but its figure 
was still 87 percent larger than that of Western and 141 percent 
larger than that of the total trunk carriers• 

There is just no question about it. Somehow, some way, PSA 
managed to achieve impressive levels of RPM per employee. 
Differences in the order of magnitude of 20 to 30 percent might 
properly be attributed to inaccuracies or noncomparability in 
the measures, or to differences in proportions of labor to non¬ 
labor inputs. But consistent differences of from 75 to over 200 
percent (since 1957) are just too large to be accounted for by 
these factors, especially when they were achieved while PSA oper¬ 
ated DC-4’s or Electras and the trunk carriers provided 
increasing amounts of jet service. 

Revenues per Employee 

Cargo has accounted for an increasing share of the certif¬ 
icated carriers •output since 1946. By 1965, 19.7 percent of the 
domestic trunk and 9.9 percent of the local service carriers' 
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total revenue ton-miles were obtained from cargo. Cargo ton-mile 
data are not available for the intrastate carriers, but they were 
prohibited from carrying mail or express, and it is known that 
they carried little freight during the period under study. It 
is obvious, therefore, that cargo accounted for a very much 
smaller share of their total output. It follows that the 
certificated carriers' total employee figures are relatively 
larger than those of the intrastate carriers because of the 
additional employees required to handle cargo traffic. Data are 
not available that would permit the elimination of cargo employees 
from the certificated carriers' totals and, even if this adjust¬ 
ment could be made, the jointness of passenger and cargo output 
would make it impossible to obtain accurate calculations of ASM 
and RPM per noncargo-related employee. One way to compensate 
for this bias against the certificated carriers is to calculate 
average annual total operating revenues (from passenger, cargo, 
and other operations) per employee as an output measure. Of 
course, this measure is biased against CCA and PSA because their 
much lower average fares yield less revenue per unit of physical 
output. But, taken with the two previous measures, average 
annual operating revenues per employee should provide some useful 
insights into comparative airline productivity. 

Table 11-8 shows that th^ average annual operating revenues 
per employee for CCA and PSA' during 1950, 1951, and 1954 were quite 
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similar to the total reveunes (including subsidy) per employee 
for the total local service carriers. Thus, during those early 
years, the intrastate carriers were able to obtain roughly the 
same revenues per employee with their low-fare, high-density 
coach service as the local service carriers were able to achieve 
with their high-fare, low-density, first-class service plus 
subsidies. 

By 1955, when it benefited from the termination of rival 
service by CCA, PSA managed to earn total operating revenues per 
employee high enough to exceed those for total trunk carriers, 
total local service carriers, and Pacific, and to approach those 
for Western. With the adoption of DC-4's, PSA's operating 
revenues per employee for 1957 and 1959 increased to about 40 
percent above those for the total trunk carriers and from 9 to 23 
percent above Western's operating revenues per employee. PSA's 
introduction of Electras in late 1959 was associated with a further 
relative increase in revenues per employee until they were 98 
percent higher than the total trunk carriers' and 55 percent higher 
than Western's (in 1964). Even in 1965, with a large increase in 
its number of employees and with its late adoption of jet aircraft, 
PSA still had a 46 percent advantage over the total trunk carriers 
and a 25 percent advantage over Western. 
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Tabic 11-7 

Average Annual Revenue Passenger-Miles per Employee 3 
Total Trunk and Local Service Carriers, California Central Airlines 
Western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 
Selected Years 1950-1965 


Average Annual Revenue Passenger-Miles per Employee 3 


Year 

Trunk 0 

Local 

Service 

California 

Intrastate 

.... 

Total 

Western 

Total 

Pacific 

CCA 

PSA 

1950 

136,000 

163,000“ 

48,000 

87,000 

142,000 

n.a. 

1951 

152,000 

175,000“ 

60,000 

86,000 

n.a. 

208,000 

1954 

209,000 

214,000 

77,000 

119,000 

218,000 d 

n.a. 

1955 

218,000 

241,000 

81,000 

122,000 

_ 

386,000 

1957 

226,000 

246,000 

87,000 

147,000 

— 

506,000 

1959 

239,000 

303,000 

90,000 

136,000 


529,000 

1962 

266,000 

384,000 

109,000 

153,000 


750,000 

1963 

293,000 

422,000 

121,000 

167,000 

_ 

897,000 

1964 

314,000 

446,000 

138,000 

169,000 


998,000 

1965 

333,000 

431,000 

147,000 

170,000 

— 

804,000, 


n.a.—not available. 

Calculated ny dividing total, number of employees into annual average 
scheduled revenue passenger-miles. The employee data are for a brief period of 
time in each year, while the R?M data pertain to the entire year. 

“Domestic operations only. 

“Includes Inland Air Lines merged with Western on April 10, 1952. 

Based on data that are partially estimated. 
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Table 11-8. 

Average Annual Operating Revenues per Employee 3 
Total Trunk and Local Sendee Carriers, California Central Airlines 
Western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 




Selected Years 1950- 

-1965 



Year 

Average Annual Operating Revenues per Employee 

1 

Trunk 0 

Local Service 

California Intrastate 


Total 

Western 

Total 

Pacific 

CCA 

PSA 

1950 

S 9,100 

§11,000“ 

S 7,000 

$ 8,600 

5 6,lG0 d 

n.a. 

1951 

9,S00 

10,700“ 

7,600 

7,800 

n.a. 

S 7,800“ 

1954 

12,600 

13,000 

9,300 

11,800 

8,900 f 

n.a. 

1955 

12,960 

14,600 

8,800 

11,000 

'__ 

13,800 

1957 

13,100 

14,800 

9,600 

12,600 

- 

18,200 

1959 

15,300 

19,900 

10,700 

13,400 


21,700 

1962 

18.S00 

25,700 

14,000 

16,400 

. __ 

31,600 

1963 

19,700 

26,200 

14,700 

17,300 

_ 

37,600 

1964 

21,000 

26,700 

15,700 

17,600 

_ 

41,500 

1965 

22,200 

26,100 

16,300 

18,000 

— 

32,500 


n.a.—not available. 

Calculated by dividing total number of employees into total domestic oper- 
ating revenues. The employee data are for a brief period of time in each year, 
while the total operating revenues pertain to the entire year. 

“Domestic operations only. 

“Includes Inland Air Lines, merged with Western on April 10, 1952. 

Based on revenues for the year ended March 31, 1951. 

“Based on an estimate of total operating revenues of §930,000, calculated by 
applying average fares for 1951 {Appendix 7) to PSA’s on-line O & D passenger 
traffic (Appendix 14). , . 

Based in part on estimated revenues of §103,000 for January 1-27, 1954. 


Summary 


Reviewing the percentage differences for all three measures, 
and recognizing the biases inherent in them, it seems proper to 
conclude that, while operating two-engine aircraft,the successful 
intrastate carriers essentially equaled the real output per 
employee of the total trunk carriers, fell somewhat below that 
of Western (who was always one of the highest trunk carriers 

•t 

these measures), and consistently exceeded the output per 
employee of the total local service carriers and Pacific. Relative 
output changed radically once PSA obtained four-engine aircraft. 
From 1957 through 1965, its real output per employee generally 
exceeded that of the total trunk carriers by more than 100 per¬ 
cent and exceeded that of Western by over 60 percent. It appears 
that the intrastate carriers utilized about 25 percent less labor 
per aircraft for generally comparable classes of aircraft and, 
therefore, should have greater output per employee. But, even if 
the estimated differences in input proportions are correct, they 
still do not seem large enough to account for the really impressive 
differences found in relative outputs per employee.Other factors 
must account for an appreciable portion of these differences. 

It may be argued that the large differences in output per 
employee were due to the intrastate carriers* purchasing main¬ 
tenance and sales services from other firms rather than producing 
them within the company. The best available information for CCA 
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indicates that its 1950 employee figure did include the mainten¬ 
ance, flight, and administrative personnel officially employed by 
its affiliated company. Airline Transport Carriers. There is no 
question, however, about its figure for 1954. The total employees 
of both CCA and ATC are combined in that figure. In the case of 
PSA, there is no possibility that total employment was under¬ 
stated because of the outside purchase of maintenance services. 

PSA consistently did its own maintenance at least as far back 
as early 1950. If anything, PSA's fuel sale and flight training 
activities inflate its employment figures and thereby understate 
the output of ASM and RPM per employee. On the other hand, there 
are indications that both CCA and PSA relied heavily on travel 
agents for sales promotion, ticketing, etc. it is not known if 
their reliance was more extensive than that of the certificated 
carriers, but it is known from personal observation that during 
the early 1960's PSA maintained fewer sales offices than the trunk 
carriers in the three major metropolitan areas of California. 

The above data indicate why PSA in particular managed to 
survive and prosper during the period studied, but they still do 
not explain why its output per employee was so far superior to 
that of the certificated carriers. The following is a list of 
some factors that pertain to this matter, but it is by no means 





PSA utilized its aircraft more intensively (as 
described in the previous section), which served to 
increase its output of ASM and RPM per unit of employee 
input. 

PSA operated relatively few aircraft types, thereby 
reducing employment for crew and maintenance training, 
^^ 9 ifr®®ting, aircraft evaluation, etc. Also, until 
April 1965, there was only one brief period (in 1960-61) 
when PSA operated two different aircraft types at the 
same time (other than during brief transitional periods). 
PSA s pilots have always been paid for the number of 
scheduled miles flown, while certificated carrier pilots 
are paid for the amount of time flown. PSA's pilots, 
therefore,- have a significant monetary incentive to fly 
as fast as feasible (more miles per hour), which serves 
to increase output per crew member. 

Whenever possible, PSA operated its flights under visual 
flight rules (VFR) rather than under instrument flight 
(IFR) . in contrast, the certificated carriers 
operated all flights under IFR, in accordance with an 
industry agreement reached through the Air Transport 
Association. VFR operations serve to reduce flying 
time for each segment and thereby increase productivity. 
It should be noted, however, that since the FAA requires 







5. 


that all jet aircraft operate under IFR, PSA began to 
lose the advantage of VFR operations as of April 1965. 
The specialization and resulting simplicity inherent 
in PSA s route and fare structures served to reduce 
personnel required to provide a given volume of 
reservation, ticketing, passenger and baggage handling, 
and accounting services, etc. These factors also 
decreased the training required for each employee. 

6. The relative lack of regulatory proceedings and 

industry meetings reduced the need for personnel to 
conduct such matters, prepare reports, etc. (With the 
expansion of the PUC's regulatory powers in late 1965, 
PSA's regulatory acctivities and associated personnel 
requirements should be increasing.) 

A thorough investigation of the reasons for PSA's greater 
output per employee is beyond the scope of this chapter. Indeed, 
it could well provide the basis for another major study. The 
crucial point to be made here is simply that the successful intra¬ 
state carriers were able to produce relatively more output per 
employee than the certificated carriers, in addition, as shown in 
the previous section, they also utilized their aircraft resources 
more intensively. The overall result of these and other 
unidentified factors was important differences in efficiency 
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between these carrier groups. 


The intrastate carriers' utilization of resources appears to 
have been substantially more effective than that of the certificated 
carriers. They demonstrated that it is feasible to achieve more 
intensive utilization of aircraft than has been attained by the 
trunk carriers, mainly by installing more seats in coach aircraft 
(and essentially ignoring low-density, first-class configurations) 
and by managing to fill a greater proportion of those seats with 
paying passengers, in addition, they increased the productivity 
of certain prston-powered aircraft by operating them after they 
were discarded by the certificated carriers. The intrastate 
carriers also demonstrated that it is possible to achieve sub¬ 
stantially greater output per employee than that of the trunk 
(and local service) carriers. The ways that the intrastate 
carriers used to obtaxn relatively greater productivity appear to 
be manifold, and substantial changes in certificated carrier 
operations would be required for them to attain similar pro¬ 
ductivity. These changes would include major revisions in the 
route structuresof the certificated carriers to give them simple 
structures similar to those of the intrastate carriers. (Implicit 
in this would be a higher degree of specialization by each one 
of a greater number of carriers.) in addition, the rate of 
adoption of new aircraft types would be decreased, schedule 
patterns would be established to correspond more closely to 
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predictable fluctuations in demand, methods of employee 
compensation changed, different aircraft operating procedures 
adopted, fewer classes of service offered, a reduction in the 
amount of regulatory and industry activities undertaken, etc. 
Increases in real output per employee of over 100 percent are 
difficult to comprehend, but the evidence provided by PSA's 
operations indicate they could be achieved, at least in markets 
comparable to the major California markets, and, if market 
characteristics are a relevant factor, even greater increases 
m average employee output could be realized by carriers special¬ 
izing in serving the major transcontinental markets. 

From the viewpoint of this study, a relevant question is: 

Did the more intensive utilization of aircraft and the relatively 
greater output per employee by the intrastate carriers stem in 
whole or in part from the less stringent regulation under which 
they operated until late 1965? The evidence at hand does not 
provide a categorical answer to this question. The more intensive 
aircraft utilization and greater output per employee, however, are 
consistent with the significantly lower per-mile fares that the 
intrastate carriers charged. Given these lower fares, it was 
crucially important for the intrastate carriers to minimize the 
costs of their operations in order to survive, obvious ways to 
decrease average costs per passenger would be to increase the 
number of seats in each aircraft and to schedule aircraft so that 




3 greater proportion of these seats were occupied. Another way 
would be to utilize labor inputs so that greater ASM,RPM, and 
revenues were obtained for each employee. These were actions 
that the intrastate carriers took, or, at least, that the viable 
intiastate carriers managed to take. Since the differences in 
passenger fares can be attributed more directly to differences 
in regulation, and since lower costs are required for survival 
under lower fares, the evidence on aircraft utilization and out- 
put per employee is consistent with the hypothesis that regulation, 
as practiced by the CAB,does have an adverse affect on efficiency 
in air transportation. * 

Conclusions 

The evidence from the California intrastate carriers' 
experience seems to indicate that; 

1. Nonregulated airlines can survive and provide reliable 
service with fares 30 to 50 percent less than those set 
by certified carriers under CAB control. 

2. Although all nonregulated have not been successful, those 
th^t have survived have made profits with low fares. In 
particular, PSA's operating ratios and return on stock¬ 
holder equity have been outstanding. 

3. The surviving nonregulated airlines utilize their 
capital (aircraft) and labor inputs more efficiently 
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then do the CAB certificated carriers. 

4. The physical operations of airlines are not 

characterized by significant economies of scale. 
Over a suitable route structure, 4 to 6 aircraft 
will yield minimum longrun average costs. 







_ Total 

Revenues 


Selected Financial 
_ Pacific 

Operating _ 

Expenses 


Table 10-1 

Data, Operating Ratio, and Return on Stockholder Equity 
Southwest Airlines, Various Years 1950-1965 


Profit 

after Taxes 4 


Stockholder 


1950 

S 505,988 

$ 489,939 

n.a. 

1955 

1,587,697 

1,523,385 

$ 243,997' 

1956 

2,264,850 

2,144,385 

58,588 

1957 

3,126,254 

2,727,079 

196,606 

1958 

3,929,921 

3,267,309 

322,031 

1959 

4,775.993 

3,867,215 

455,901 

1960 

8,130,483 

8,109,688 

499 

1961 

1962 

10,300,293 

14,204,915 

9,173,116 

I0,803,179 f 

310,483 

1,368,770 

1963 

17,852,448 

12,900,409^ 

2,251,719 

1964 

20,773,372 

14,827,433 

2,945,8818 

1965 

24,015,261 

19,605,184 

2,034,9328 


Operating 

Ratio c 

96.8% 

95.9 


n.a. 

I 86,550 
n.a. 

1,057,609 

n;a. 

n.a. 

3,007,734 

7,429,810 

10,075,046 

11,504,770 


Return on Stockholder 


n.a. 

227.2% 

n.a. 

43.1 

0.0 

n.a. 

45.5 

30.3. 

29.28 

17.78 


n.a.—not available. ~ 

^Profit after taxes and special items. 

As of December 31, of each year. • 

^Total operating expenses divided by total operating revenues. 

Profit after taxes and special items divided by stockholder equity. ; 

'Includes gain of $206,150 on sale of DC-3 aircraft. Excluding this gain yields profit after taxes for 1955 of $37 847 
a *r rlC<I CXpc '‘ SCS , rc I tll ‘ ccd b V $100,000 (1962) and $55,000 (1963) by deletion of investment tax credit that was 

added to provision for obsolescence and depreciation during those years. \ . . ' 

^Includes provisions for investment tax credit. 
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Table 10-3 

R€ wSt«n Air C f h ° Id % E - f Uity A ^ TrUnk 3nd L ° Cal Servkc Carriers • 
tern Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 

- - -1951-1965 


Year •' 


1951 

1952' 

1953 

1954 

1955 


—_ Return on Stockholder Equitv 3 

_ Trunk Carriers** ~~ Local Service Carriers" 

-I Qta] . ■ Western Total Pacific 


17.9% 

18.5 

14.0 

13.9 

14.8 


17.5% 

15.0 

8.3 

14.4 

17.0 


"13.5% 

-1.9 

-6.3 

14.2 

7.5 

•-4.4 

-11.4 

10.7 
0.5 

14.8 


6 . 6 % 

10.3 

-7.5 

10.3 

18.9 

- 6.6 

2.1 

-7.2 

23.6 

-10.9 


227.2% 


1961 -5.2 2.2 21 2 * o 

1962' 1.2 H.7 • 192 

1963 c i g 9 , R 6 - 1 - 4a.5 

1964' 17.1 25 5 Js3 or'l 3 °' 3 

19656 21.6 1 9 : 6 \ti *** 29.2 

Median 11.9 15.5 i 3 . 0 6 . 6 

Range (-)5.2-21,6 2.2-25.5 (-) 11.4-21.2 (-)10 .9-26.4 0.0*-227.2* 

n.a.—not available. — - 

•Estimated. 

SKiius'i’sa “.v;:; sss 

Domestic operations only, 
includes provisions for investment tax credit. 
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Table .11-1 

Average Number of Revenue Hours per Aircraft per Day 
Certificated and California Intrastate Carriers 
_ All Services. Selected Years 1952-1964_ 


_ Average Number of Revenue Hou rs per Aircraft per Day a 
Total Certifica ted ' Californialntrastatc 

Trunk Local Service CCA CTA Mercer FSA"- TC7T 


1952 7.3 6.0^ 5.4 — _ 8_0 

1955 7.70 6.0 n.a. — _ 73 

1958 7.5 6.5 — _ _ gg 


1961 5.9 5.4 - _ _ 70 

1964 6.5 _5.5 . — l.ffd o.8 e 8.7 2.1 f 


n.a.—not available. 


“ Ca ' CUlatC r d div l ding the number of aircraft days assigned to service into 
revenue aircraft hours flown. 

1 ^Scheduled service only. 

^Excludes a small number of hours flown by Eastern with aircraft not 
assigned to its fleet. Also, excludes National’s helicopter operation. 

t aH i f o« n R ia nI iin r. AirIines operated from September 19, 1964, through Feb- 
ruary 1, 1965. This figure applies to this entire period. 

,oJ M " CCr , EntCrpriscs inau 8 uratcd scheduled service on or about April IS 

.u u* S fl , S ^ C , appliCS 10 its fLrst ful1 12 months of operation from May 1964 
through April 1965. 1 

Trans California Airlines terminated service on October 7, 1964. This figure 
applies to its operation from January 1 through October 7, 1964. 
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Table 11-3 

Average Annual Passenger Load Factors 
for the Certificated and California Intrastate Carriers 
Scheduled Service, 1946-1965 


Ccrtificatct 
First Class 

78.8% 

65.7 
58.5 

58.7 
61.2 


Passenger Load Factor (Percent) 
'Trunk-' Total Cert. 

Coach Local Service 3, 


72.9% c 

70.2 

74.2 


37.9% 

29.8 

27.1 

28.2 
31.5 


Total 

Intrastate^ 


1 

1952 

65.3 

75.6 

-J 

1953 

62.2 

72.8 


• 1954 

61.2 • 

68.2 

1 

- 1955 

62.3 

67.6 


1956 

* 62.4 

67.3 


1957 

59.4 

65.1 


1958 

• 58.9 

61.7 


1959 

59.5 

64.1 


1960 

56.1 

63.3 


1961 

51.6 

60.2 


1962 

46.6 

57.6 


1963 

51.7 

54.9 


1964 

49.9 

57.8 


1965 

49.0 

57.7 


n.a.—not available. 

' / Somc locaI service carriers operated small amounts of coach service in 
1952-53 and from 1956 to early 1965. Their coach load factors were generally 
above thetr first-class load factors and, overall, equaled 51.3 percent. However, 
due to the limited quantity of coach service, the total local service load factor 
was no more than 0.3 percentage points above the first-class load factor in anv 
one year. 

“Partially estimated, includes all services. 
c Coach service inaugurated November 4, 1948. 
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' • Table 11-5 

Number of Employees per Aircraft Assigned to Service 3 
Total Trunk and Local Service Carriers, California Central Airlines 
and Pacific Southwest Airlines, Selected Years 1949-19 65 

Number of Employees per Aircraft Assigned to Serv ice 3 
' " _Total 


Trunk b 


Local Service 


1949 

77 

39 



1950 

, — 



25 c 

1951 

r- - • : 




1952 

93 

41 

. •• 


1954 

— ■ ■ 


• 

34 

1955 

96 

40 



1957 

1958 

98 

44 


— 

1959 

— 

: — 


— 

1961 

108 

• 41 



1962 

— 




1963 

— 




1964 

133 

42 



1965 

143 

46 


— 


, ---— uuiijucr oi aircrau assigned 10 service into 

the total number of employees. Employee data are for a brief period of time in 
each year, while data for the average number of aircraft pertain to the entire 
year. 

^Domestic operations only. 

c CCA’s average number of aircraft, assigned to service during 1950 was par¬ 
tially estimated. 
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Table 11-6 

Average Annual Available Seat-Miles per Employee 3 
Total Trunk and Local Service Carriers, California Central Airlines 
western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 
- _ Selected Years 1950-1965 _ 

Ave r age Annual Available Scat*Milcs per Emp loyee^ 

-'^‘ run k _ Local Service California Intrastate 

Total Western Total Pacific CCA • FsT 


216,000 298,00G C 152,000 190,000 184 000 d 

218,000 270,000 c - 161,000 168,000 ' n.a. 

329,000 385,000 '182,000 213,000 315,00G d 

341,000 408,000 179,000 220,000 L 

368,000 410,000 193.000 274,000 - 

389,000 503,000 202,000 254,000 . - 

499,000 726,000 257,000 310,000 - 

544,000 781,000 277,000 326,000 

567,000 774,000 298,000 315,000 - 

603,000 769,000 312,000 321,000 — 


n.a. 

270,00G d 

n.a. 

499,000 d 

617,000 

I 

743,000 . 
970,000 
1,160,000 
1,290,000 
1,270,000 


n.a.—not available. 

“Calculated by dividing total number of employees.into annual average 
scheduled available seat-miles. Employee data arc for a brief period of time in 
each year, while the ASM data pertain to the entire year. 

“Domestic operations only. 

•-Includes Inland Air Lines merged with Western oh April 10, 1952. 

Based on data that are partially estimated. 
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Tabic 11-7 

Average Annual Revenue Passenger-Miles per Employee* 1 
Total Trunk and Local Service Carriers, California Central Airlines 
Western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 
Selected Years 1950-1965 


Average Annual Revenue Passenger-Miles per Employee 5 


Year 

Trunk^ 

Local Service 

California Intrastate 


Total 

Western 

Total 

Pacific 

CCA 

PSA 

1950 

136,000 

163,000 c 

48,000 

87,000 

’ 142,000 

n.a. 

1951 

152,000 

175,000 c 

. 60,000 

86,000 

n.a. 

208,000 

1954 

209,000 

214,000 

77,00.0 

119,000 

218,000 d 

n.a. 

1955 

2 IS,000 

241,000 

81,000 

122,000 

• — 

386,000 

1957 

226,000 

246,000 

87,000 

147,000 

— 

506,000 

1959 

239,000 

303,000 

90,000 

136,000 

_ 

529,000 

1962 

266,000 

3S4.000. 

109,000 

153,000 

— 

750,000 

1963 

293,000 

422,000 

121,000 

167,000 

— 

■ 897,000 

1964 

314,000 

446,000 

138,000 

169,000 

— 

998,000 

1965 

333,000 

431,000 

147,000 

170,000 

— 

804,000 


n.a.—not available. 

Calculated by dividing total number of employees into annual average 
scheduled revenue passenger-miles. The employee data arc for a brief period of 
time in each year, while the RPM data pertain to the entire year. 

^Domestic operations only. 

includes Inland Air Lines merged with Western on April 10,1952. 
d Based on data that arc partially estimated. 
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Table 11-8 

Average Annual Operating Revenues per Employee* 1 
Total Trunk and Local Service Carriers, California Central Airlines 
Western Air Lines, Pacific Air Lines, and Pacific Southwest Airlines 
... _Selected Years 1950-1965 



n.a.—not available. 

Calculated by dividing total number of employees into total domestic ooer- 
atmg revenues. The employee data arc for a brief period of time in each year 
While the total operating revenues pertain to the entire year. 

“Domestic operations only, 

^Includes Inland Air Lines, merged with Western on April 10, 1952. 

Based on revenues for the year ended March 31, 1951. 

Based on an estimate of total operating revenues of $930,000 calculated by 
applying average fares for 1951 (Appendix 7) to PSA’s on-line O&D passenger 
traffic (Appendix 14). ° 

Based in part on estimated revenues of $103,000 for January 1-27, 1954. 






Charles D. Baker 
President 

Harbridge House, Inc, 


/i/73 -' 3? 


July 21, 1972 


FEDERAL REGULATORY TRENDS 
AND THE 

EMERGING PROFILES OF AIR TRANSPORTATION 

Since my colleagues, James C« Miller and Paul W. Cherington, have 
already told you more than you ever wanted to know about regulation of the air 
transportation industry, I will take it a step further and discuss the groups having 
the greatest impact on the future of air transportation. In commenting on those 
groups, I will examine their aims and objectives and how they will affect the 
greater glories we have all been led to expect. 

In looking at my chosen topic, "Federal Regulatory Trends and the 
Emerging Profiles of Air Transportation. " substitute "government a<rencv interests" 
for"regulatory trend^'and read "carriers and investors" where it says'kir transpor¬ 
tation," On the assumption that there is some kind of market (hard to dispute), it is 
these two major groups that determine what air transportation will look like. To 
be sure, the technologist and metal bender warrant attention since they helped de¬ 
velop air transportation that is safe, fast, comfortable, clean, silent, nonland-using, 
efficient, available, and reliable. But they function in large measure at the behest 
of the two major groups. (So much for the Harvard man’s view of M. I. T.) 

Having defined the two broad groups of concern, let me now turn to 
the general health of the industry. Growth is impossible without the very impor¬ 
tant capital inflow ingredient. But this means that profits are a critical element. 

By the end of 1970 the scheduled air carriers produced an aggregate loss of $150 
million to $200 million. Unbelievable and unheard of in the history of the industry. 

As what has been the general response of die (financial) marketplace to the airlines 
from, say, 1965 to the present? Well, you get stock price curves that have a long 
term decline; there are nice bumps here and there, but the general stock price 
trend is adverse. - 




So let me offer a first finding; the financial markets are looking with 
increasing disdain on air carriers. Now to be sure there are other important 
elements in gauging the health of the industry; technological advances, fare re¬ 
duction, safety (let s not kill people), and service and availability of aircraft. 

But if we agree that growth requires new capital, let’s face the reality that there 
may be more attractive girls around (to would-be investors) than the airlines. 

O.K., so much for a quick financial snapshot, let's look at carrier 
management. What do we know about the management of air carriers ? From 
1946 to 1966 the emphasis was on production. The market demand for air trans¬ 
portation was growing at a steady rate, and the carriers were fighting to keep up 
with it, while at the same time struggling with the problems of production, costs, 
service, and so forth. The classic factory problem! And scheduled air trans¬ 
portation has a dramatically successful track record in solving these problems. 
Prices to users have declined, quality of service has increased dramatically, 
and all told the safety record is admirable. In short, the production men 
in aviation delivered just like the production men in Detroit proved they could 
really respond to the requirement to produce. But like Studebaker, Packard, 
Pierce Arrow, Kaiser-Fraser (not to mention the Tucker Torpedo) production 
alone eventually proves to be not enough. Since 1966 managers have moved out 
of the production orientation and turned their attention to various problem areas 
like profits (Don Nyrop) and just day-to-day survival--keeping their respective 
carriers afloat. The airlines can all boast of being safe, clean, reliable, low 
cost, but unfortunately not profitable. That's the current predicament. Query? 
Do the airlines now have the kind of different managers needed in the 70’s and 
80's? 

Airline managers have made several proposals recently vis-a-vis 
government regulation, the most common one requesting some measure of price 
competition, (price flexability). Interestingly enough, in the same gasp they dis¬ 
cuss constraint of capacity competition. Although today there is little competition, 
air carriers ate competing in the form of capacity (frequency of service, etc.) 
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Perhaps this arrangement will be exchanged for a limited allowance of price 
competition and regulation or common agreements among airlines on capacity. 
How does this grab you? Does this sound like the voice of an airborne Alfred P. 
Sloan (1972 version)? or more like J.P. Morgan (1911 version)? 


We talked earlier a bit about how the financial market seems to look 
at this industry. Let's get back to this area for a minute. Just at the time when 
the public is increasing its demands on the airlines, particularly in the area of 
environmental protection, the investment community is going sour on the industry. 
And the need for new cash gets more acute as traffic demands swing up again from 
the 1970 debacle. As an example of what the capital market thinks of air trans¬ 
portation, it’s interesting to note that, according to the New York Stock Exchange, 

Avon Products is worth more than the combined values of 11 trunk carriers and 
Pan Am, 


Now, investors fall into various categories with rather different ob- 
iectivpe; Personally, t th’nk _ , 

Jt - i-J. •» Jr v-x O, UU.OI. U1CLU flliOUlU JJtJ bUUl. 

However, they exist and we must live with them. Commercial bankers are the 


most conservative, loaning money only when they think they can get their money 
back--a practice that has held them in good stead. In dealing with the sirline 
industry recently they have restricted their offering to a bewildering array of 
notes. Investment bankers and the funds are a little different crowd, concen¬ 
trating on the short term appreciation of an investment. Another source of capital 
which has only emerged within the last decade is the equipment leasing group, com¬ 
posed principally of insurance companies. This remains a stable source of capital, 
while the previously mentioned sources are in some jeopardy. 

So much for high finance. Where is old Uncle Sam? or more speci¬ 
fically, what might the government do to improve significantly the prospects for 
air transportation? Below is a laundry list of ideas I have heard voiced over the 
years by various people in Washington. 

* ■ Clobber competition (other modes of transportation, such as 

buses). Note that railroads are already dead. 

• Provide good traffic. ("Fly American!”) - ■ 



• Provide cash for the support activities (e.g. airports). 

• Moderate competition. 

• Guarantee loans, for equipment leasing as an. example. 

• Relieve uncertainties by making such agencies as GAB move. 

• Clock labor. 

• Assume the perspective of the carrier, not the shipper or 

the traveler. 

• Offer direct subsidy. 

• Lessen regulation. 

• Open up competition. 

• Provide R&D support. 

This list is just a brief sketch of things that might be done. I’m sure 
you coulo add many other possibilities which might help or hurt. Question - what's 
likely to occur? As a start, let's recognize the confusion in directions, desires, 
and goals of the various government agencies. Let's take a quick run .through 
some of these agencies and note how they influence the air transportation industry- 
we’ll concentrate on the federal government just to "simplify” things. 

Civil Aeronautics Board. In looking at the CAB over the past decade, 

I am bewildered as to what its goals and objectives really are., Generally speaking 
it seems to favor growth of the system, addition of service, but a competitive 
status quo. However, it has not been able psychologically or politically to support 
real efficiency m the system. Good new routes often go to bummers, to preserve 
some mythical competitive balance, which raises some hard questions. Do we want 
to try and make this system very efficient; do we want to have more people on the 
airplanes; do we want to get rid of things like cross subsidy; do we want to reward 
the successful carrier with more routes or do we want to go through the absurdity 

of saymg we will award the Miami/L. A. route to the carrier barely able to stay 
afloat? ■ ; 

Department of Tr ansportation. FAA has for a number of years been 
expanding to provide an adequate support system and doing a fairly good job of it. 
Growth and safety are their aims. Air carrier efficiency? Who knows? 









-5- 


The DOT policy office (TPI) is the only other part of DOT really concerned with 
the aviation industry, and it is still too new to define precisely its role and dir¬ 
ection, although it seems to lean towards becoming an alter ego to the CAB, 

Department of Defense. DOD actually impels a good deal of traffic. 

It operates a very big, slick, nationalized air system which is probably not very 
economical. What are its objectives? After scrubbing it all away, I think you 
could say that their objectives are two. One, a large scale organic in-house lift 
capability which means no good for commercial air transportation. Two, the lowest 
prices they can get when they use commercial systems. I don’t submit, incidentally, 
that any of that is necessarily wrong in terms of DOD's responsibilities. 

Department of State. In the main it seems fair to say that State has 
supported our national flag carriers. 

Department of the Treasu ry. Treasury is concerned with keeping the 
debt down, watching the budget, and avoiding any long term commitments. 

Health, Education, and Welfare. The environmental people within 
HEW wish the smoke was whiter and die planes were less noisy. That’s about 
the level of dieir expertise. 

Department of Labor. The position of Labor is quite simple-~get the 
government out of the negotiation business. 

Department of Justice. The Office of the Assistant Attorney General 
for Antitrust has been very consistent in its policy without regard to which industry 
is involved. A lot of competition is good, and more competition is even better. 

The White House . The incumbents are pushing for more free enter¬ 
prise and are efficiency oriented. 

Council of Economic Adviso rs. Their position is somewhat analogous 
to the aforementioned White House philosophy. 

Office of Management and Budgets. If there is a large deficit budget 
looming on the horizon* v/e Will see the general route strengthening proposals in 
local air service come straight out of OMB. In short* Budget offices always rise 
above principal when principal is involved. ■■ 
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NASAo NASA consistently exhibits a desire to advance technology. 

"If we develop it, a use will be found!" 

The Post Office. The postal service is concerned with the lowest cost 
to them. What does this mean? Well, what it certainly does not mean is a series 
of government agencies locked in phalanx marching towards a glorious aviation 
horizon. On the contrary, it adds up to a variety of (properly) conflicting aims 

and pressures. And those of us who favor aviation had best realistically grasp 
this facto 

In. the foregoing remarks I've touched briefly on the financial markets, 
the carriers and the government. .Does this all add up to any useful findings ? On 
balance, I think so. Let me sum them up„ 

••-Air transportation demand is good and growing, but 

The industry has real problems to tackle—congestion, pollution 
(real or imagined), noise/land use, and capital needs, and un¬ 
fortunately 

--Technological support is waning from its main historical source 
(DOD), 

—Carrier earnings are on a long term slide, and capital markets 
are thinning out, while 

--The views of government agencies are widely disparate. 

In line with the above, I’ll suggest several areas where changes 
are needed-- 

—Policy leadership in government. Perhaps DOT's policy office 
is now well enough equipped to handle this role. (TPI maybe an 
ugly broad, but in this context she’s probably the only girl in town). 
—Government dollars explicitly marked for R&D. 

-Some revision in approaches to regulation. Old line regulation and 
production-minded management (complete with glass helmets and 
goggles) won't cut it in 1976. 

. Ladies and gentlemen, this is a jewel industry. It’s fun and socially useful 
But let us not be beguiled by pleasant surroundings and self congratulatory speeches* 
Let’s face the real world around us and then get on with the job. 
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The Future of Regulation In the Airline Industry 

Remarks of Paul W. Cherington, James J. Hill Professor of Transportation 
t Har ]J ard Bu f ln f ss School and Chairman of the Board, 

Temple, Barker & Sloane, Inc. at the NASA/MIT Aviation Workshop, 
Waterville Valley, New Hampshire 

July 21, 1972 


as follows: 


The six propositions which this paper addresses can be summarized 


* ?!!;!?]! e {^ or ^ toward deregulation, regulation of the airline 
ls a ]j ve J nd and can look forward to many more 
than contract^’ ^ Sh ° rt * regulatory P° wers wni expand rather 

2. In part, regulation will expand because, when all is said and 

Petition 1 l’ 1 ?n S H 1i th J° r at 1east prefer U t0 market 
competition,j So do their lawyers and consultants, 

3, In part, this Is true because the market competition model out 

S ° n0m j sts 1s netther ver ^ realistic in terms 

plliticll facts of"life! eS ’* ^ tnt ° acc0unt many socto ' 


4 . 


5 . 


ItwiJw competition model, aimed primarily at an optimum 
Jtlni^] 011 re J°V rces » is neither particularly good nor bad but 
y irrelevant ij a society where the economic allocation of 
resources is of much less concern than formerly. Economists, in 
many ways, are like someone who is trying to improve the buaav-whin 

» » ts fun; the model? are n 0 P doubt elegant; P 

bSggJ Ships U awm^e. 9 y S1 ' de the P ° tnt StnCe n0 one wants 

We wuld do much better to try to develop a new strategy for 
regulation so that the CAB can grow into a constructive force for 
the development of civil aviation, rather than being the somewhat 
benign nuisance that it is today, or deterioratina 9 « f' 

Into a rather drab and unattractive home for th^disortented ICC * 
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I* 16 of a new regulatory strategy would be first to Drovidp 

for the testing and introduction of new ideas and new slices 

with faJ less^attentio^fn fh™ Pr T tly and Actively than today 
fll . * ss attention to the creation of monopolistic competition 

re PO ?ve n L^dH^ tS of • fT" 5 ', Sec °"<- « Souif ]nv“Tmore 
ttve level D ^ indust ^ y ! nd company crises on an administra- 

eve ]» to clear these out of the way, and finally it would 

+ P f°£JJ sed ? n attraction of new capital to the industry so 
«n bl ?ully e expioned? Viatt0n econom1cs w1th Nation technology 

transportation^Th** 1 * * m P ac t.of reguUtion r oiTthe 1 growth C in S demand b for n air ainn9 

rr?„i u r^^ 

Returning now to the six propositions, 

is not in H , P^rarWc° n T hl 1 ■" CAB P° w ? rs W1 ^ 1 cont tnue to expand. Deregulation 

ay?ation InJhus"ast n s wn? 11y baU " Ced or9antzatt ° n and that is not what 

national fanes 'll 107 ? th |L C i B k!i <|u ![ in3 contro1 °ver maximum and minimum inter¬ 
fere f ' N other powers will gradually be added in the 


otjhTicr Sce^'S? thisTby looking ^t^u^bm^' 1 

HI #PBW5s : psfi&8&2& £*»«&-' 

e eta a"«T 6 « largethatno diesel could get through) meanwhile enjoy- 
ing tne spect^cje of 60% of the eastern ratiroads slippfnq into bankruDtrv Tf 
a n agency_like that can survive (and get larger appropriations and have the 
chutzpah to ask for more powers), the CAB will surely flourish. " the 


) 
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^,f r - 0 . P os ^jon No. 2 - A second reason for believing that regulation 
y 1 ] 1 continue and will probably expand lies in the fact that it is what the 
industry secretly wants, or dislikes least. Certainly their lawyers and 

deregulation 3 !? all^ Wlth thln9$ jUSt the Way they are and wouldn,t enjoy 

No new upstart airlines are admitted to the club. If let in at all 

^Hnd re ?H] y n 91V ^ permis 5 ion t0 s1t in the "strangers room 1 ' for a temporary 
period. The Board's procedures are well known and predictable even if its 7 

decisions often are not. Procedural order has much to recommend it as aqainst 
the rough and tumble of an openly competitive brawl. The Board moves in the 
price area from time to time but the main initiative on pricingTien up 

tL JJ a 7l erS ' • The Boar ? d0es not give the criers all that they ask for in 
bem*gn y in " '' regu1atory bodtes go ’ been surprisingly 

... ^ u t there is more to it than the law of the survival of bureaucracies 
and the fears of the regulated. This leads to Proposition No. 3 . The CAB will 
in part survive because the economists have not given us any attractive or 

a ^ ernatlve traditional regulation. The market competition model 
that they urge upon us is not of this world, and it ignores a large number of 
socio/political objectives that are very real. 9 ' 

• f ,. Tb ? 1 , P° de ] s l ys that the r e ou 9 ht to be largely unfettered entry and 
exit, the ability to focus on markets where the demand is large and ignore 

those where demand is small. Also the model calls for vigorous price (not 
service) competition. Professor Jordan in his recent book makes a meticulously 
researched case for this approach based on the intra-California experience. I V 
craftsmansh1 P and almost completely disagree with his conclusions. 

But whether we agree or disagree with the market competition model, the fact 
is that it is not very useful in today's world. For example, it ignores politics 
We can all think of instances where politics have over-ridden economics, ^The 
important thing is not that this happens, but that no model which does not 
accommodate socio/political objectives will be accepted as a guide for policy¬ 
making. For example, political pressures are going to require a certain amount 

npnnlp S A^ UtS * dl2 + tl 2 n ’ a / eal " no ’ n ° M under the market competition model. Some 
people are going to have to serve East Overshoe. Ideally they can qet directlv 
subs.di.ed for doing so. But mostly they can't. And wh!n they «n ? ?. their- 
good routes will have to supply the subsidy. If there are no "good" routes there 
can be no cross-subsidization and no service in East Overshoe. Under open 
competition, there are no "good" routes. p 

The analysis used in defending the competitive model lays considerable 
^ [act that there appear to be few short-term operational economies 
of scale. Small companies can apparently compete with larae ones on cost I 
am not sure this has been entirely proven, but that is the"way the numbers seem 
to run. out small companies almost certainly cannot compete with larger ones 
in terms of new equipment, and it is new equipment that explains much of the 
dynamsm of air transportation. A B-747 is perhaps ahead of its time but the 
industry would simply not exist as we know it today if it were stf foperatina 
the DC-3, the DC-4, or the L-649. Greater productivity (and the grea?er 9 

nn S h!UH er t appea U ° f n ? w equipment has kept the Industry moving forward, and 
no band of gypsy operators can provide that kind of forward impetus. 
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- . * JJ the ,competitive model can be enlarged to include some of these 

facts ° f the real world, perhaps it can be "sold" for pub ic poHcy use As it 

:irfo^ntUru£ ther ^ USefU ’' eXC6Pt in the AHce-iKi^L night 

.• 

£°P 0Sit |°- N °‘i? " T t? e mar,cet competition model is essentially 
fMc SS K^ d J9 an optimum allocation of resources. As our resources have increased 

. ^ « :h5rh d 1„ S °? eW !: at in, »° rta " ce - W spend enomous sums on d ’ 

cmngs and in ways which surely do not represent an economically oDtimum 
resource allocation, including in the transportation field alone the suDDort 

?^ans?t n ?!;;5^ etlt l Ve ! hl ‘P- | ? uildin 9 industry, massive aid for unwantedTban 
transit systems, extensive rivers and harbors work of dubious value exceDt for 

nnil^ te and tbe like * Thys eff °rts *> ^ regulation subsm^e U 

open market competition may be not only futile but positively harmful in that 
it focuses all the attention on the allocation of the resources to aviation and 

the produa^a and V6ry little on the distribution of d 

the product in a broad and equitable manner. This is the real problem today and 

to fhlch the competitive model (and regulation) gives relatively 
attention. The focus of a new model should not be so much 9 on the economic use^ 

the r product! rCeS “ ^ ^ efficiency and effectiveness of the distribution of 

T his leads t0 a consideration of Proposition No. 5 - The possibility 
of developing a new regulating strategy for the future. Despite its critics Y 
air transport is a remarkable servant in its ability to provide rap d mob l?tv 

effer a t t ^t 1 ^ 0d - St + C0St * ? ile , there ts a good deal of hand!wringing to the 
effect that the air transport market has been largely developed and that 

tk t * r +^ r °^ th V 111 be at a slow pace » a mome nt's reflection will indicate 
that this is almost certainly nonsense. In the first place only a relatively 

smen proportion of the population flies in any one year (about 10%) and Y 
the bulk of them fly only once or twice a year (about 80% of those who fly) 

Ion?inSs of P e°x?s?in t g e se^1c" rtet eXPanS ''° n ^ irmenSe> eVen with,n the 

■ cause operated in full aircraft) has become enormously popular - far more 
so than in this country. 

Much more economical short-haul air transportation in STOL or VTOL 
a ircraft should be technologically possible within the next decade. These 
and other essential y new markets, some perhaps not even dreamed of as yet 
should be made available through the remarkable mobility that air transportation 
provides. But these services will not be made available broadly under present 

that r haif Ve /?2 Ulatl S n J nd U I? er a com P et1t i ve structure that virtually insures 
50%1 Sad f facto?) P ,S thr ° Wn aWay at the plant door (in thl ' s case via V 

. . , ^ a 5 h n ? w a 5 r transport market and service has essentially been 

started ^developed outside the established air transport industry - cargo 
coach, charter and third level service. At the same time the established 9 
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ment?* r The“pec1sl1st a ca?rfe?s e ai!d gad-fH« i haIe"'had d ne1th e Pr ?^ CtlVe equ1p ' 

nor the assured future to do much -in +hl*4 nave had neither the resources 
tiie that these forces we-4 broSghJ togetSr!^"* ^ Perhaps - u 1s 

elements ofVnew regulatory strategy 1 * 1 fe t h£ve P °i it1 I! n ° f this paper " the 
the rapid opening upand spread ofnei se™?™ a, J ead V suggested its keystone 
accomplished in many ways - makino "! arkets - This could be 

new types of service holdina an -J? tbose who propose imaginative 

lawyers allowld, lo see wha? 9 k?ndl of cl 9 "- 10 " 0r ? o1n ? a st with no 
decade and what kind of service new technoloav P !li?i e wll ]. want over the next 
a proceeding to award certificates p f mit » and then opening 

are at least two other elements It t ! lth * th ? best Proposals. There 

time it takesX cS to S2 JitfS iSi S i‘ has - 0 - do with the 1e "9 th of 
when it is in recession either^1 ° n .^ ncludin 9 giving the industry relief 
actions of the Board itse?f nr l eneral e f ono ? ic ^cession or the 

for the first capacity restriction aqreempnt X ?n P 6 * ^ J 00 * we ^ over a year 
this was justified si^ce it ias a "firsf® bS w I nto for , ce - Perha P s 
action, handled on an adm nlstrative ™thpr Ure "^5 prompter 

would remove much of the oress^rn fnr ,^2®! th ? n on a quasi-judicial basis, 
greatly help the financial Dost^n S ^ wa C d P” ce adjustments and would 

financial pLSre which g°thirl bL c ei^n^f ^ U 6Xact ] y this 
The rather erratic nature of aflitnp n n ? ant ° f n ? w regulatory strategy, 
heavy losses have led to a distoried hXJ 1 ??? \ nd P^tfcularly the recent 
and to mistrust on the part of a oood hpj»i St f U +J ur !:^ or ? uc ^ °f the industry 

and f °R" 9 
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Abstract 

The airline industry is surveyed—particularly 
domestic trunklines—in relation to collective approaches 
to industry concerns. These actions are classified by 
the apparent degree of anti-trust issue present. 

Recent route merger cases are considered from the CAB staff 
viewpoint. 




M. Andrews 


MS' talk this morning will deal with two subjects. One is 
airline mergers. This seems to be a rather popular item. Three 
other speakers have chosen it as their topic. You will hear views 
expressed by representatives of such government agencies as Justice 
and Transportation, as well as by an airline official directly in¬ 
volved in a recent merger. He, of course, is Mr. Edwin colodny, of 
Allegheny, who immediately succeeds me on this platform. 

In order to round out a full circle of viewpoints, 1 thought 
it might be helpful to give you the thoughts of the Bureau of 
Operating Rights. This is the staff arm of the CAB that has the 
function of participating in airline merger cases before the Board. 

Our Bureau views may permit some useful comparisons and contrasts 
with later speakers. 

My other topic-which I will discuss first-concerns coopera¬ 
tive or collective working arrangements among airlines. These are 
commonly referred to as Section 412 agreements. This is a refer¬ 
ence to the section of the Federal Aviation Act which requires the 
filing of every contract, agreement or other cooperative working 
arrangement between air carriers which would affect air transporta¬ 
tion. Specifically mentioned in the statute are agreements which 
involve (1) pooling of revenues or service, (2) establishing rates 
or fares, (3) improving safety and efficiency, (4) preventing 
destructive competition, and (5) regulating schedules and service. 
Here too, as in the case of mergers, the Bureau of Operating Rights 
m the primary staff group responsible for recommendations to the 
Board members as to approval or disapproval of such arrangements. 

These two topics do have a relationship, m one sense an 
airline merger may be considered to be the ultimate form of coopera¬ 
tive working arrangement between airlines. This is so since one 

carrier cooperates to the point of actually going out of existence 
as an independent firm, m each case-be lt merger or 412 agreement- 
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anti-trust issues may be present. And in each case any Board order of 

approval immunizes the arrangement from the applicability of the 
anti-trust laws. 

in essence anti-trust laws are designed to assure that competing 
entities do not collectively engage in activities which diminish their 
competition with each other. Neither should collective activities 
harm some other person- ike another competitor or a consumer. 

As you are aware, the Federal Aviation Act contemplates a 
competitive airline system. Competitive forces—subject to regula¬ 
tion to avoid any destructive action—are the means by which the 
statute seeks to assure high quality air service needed by the travel¬ 
ing and shipping public. In such a statutory atmosphere, what is 
the proper role of cooperation among airlines in lieu of competition 
among them? I will attempt to point toward possible answers. 

Some degree of cooperation among airlines seems vital from the 
traveler's viewpoint. The nature of air travel is evidence of this, 
in fiscal 1971 there were some 107 million domestic passenger journeys. 
In 16 percent of the cases, involving some 17 million individualy 
travelers, two or more airlines were used to complete the journey. 

Such a high volume of interline passenger traffic places a very Jaigh 
premium on uniform arrangements in various aspects of passenger 
handling. This, then, accounts for a large proportion of cooperative 
arrangements governing through-ticketing, baggage hadling, and so 
forth. Similar uniform arrangements cover other through transporta¬ 
tion services such as freight and mail. m no sense would it appear v 
that these kinds of arrangements are inimical to competitive objectives. 

Another large class of cooperative arrangements—although not 
vital, to the passenger or shipper- have economic, rather than uniform 
service, basis. These have the objective of reducing carrier costs 
through the more effective utilization of capital investment. Examples 
are the joint sharing of station equipment,, arrangements for aircraft 
maintenance and lease, joint use of city terminals, and so forth. 
Typically, these widespread arrangements have little effect in eroding 
competition or adversely affecting third parties. 
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There may be agreements in a murky middle ground area. But 
perhaps we should swing to the other extreme for benchmarks. 

One area of acknowledged restraint of trade, where the impact 
of concerted actions on third parties raises anti-trust problems, 
involves the relationship between carriers and their ticket agents. 
Here the carriers have collectively developed detailed provisions 
for selection and retention of agents. They have also established 
rules relating to defaults and financial irregularities, and uniform 
commission rates for the sale of various types of air transportation. 
The problem which is created by uniform industry conduct in its 
relations with the agents is that individual carrier initiative in 
employing the services of such third parties is reduced to the level 
needed for a unanimous agreement. in approving these arrangements in 
the face of such anti-trust problems the Board found that in the 
absence of an agreement travel agents and air carriers would bid 
commission rates up to the highest level the market would bear. Also 
if carriers offered different commission rates a travel agent might 

find it difficult to serve as an impartial objective advisor to the 
traveling public. 

A somewhat similar situation exists in relation to carrier 
agreements affecting labor unions. Under the airlines mutual aid 
agreement if a carrier is subjected to a strike it receives financial 
help from other members of the mutual aid pact. Possibly, this cools 
the ardor of the individual carrier to seek a prompt settlement. in 
approving the agreement, the Board found that it would contribute to 
the financial stability of air carriers. The Board further found that 
the agreements would not cause a deterioration in labor-management 
relations or destroy effective collective bargaining. 

One Board case stands squarely for the proposition that competi¬ 
tive impact on third parties can be decisive. In 1959 the members of 
the Air Traffic Conference of America entered into an agreement 
entitled VOLUMAIR. under the agreement the members of ATC proposed 
a program of concerted activities in the domestic commercial charter 
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market. This was designed to facilitate the collective availability 
of aircraft for charter service. The Board disapproved the arrange¬ 
ment after concluding that the agreement runs counter to anti-trust 
principles. The Board felt that such public benefits as would flow 
from the arrangement were outweighted by the broader public interest 
in safeguarding the fledgling supplemental air carrier industry in 
the nation's air transport system. 

In the area of procurement it is clear that anti-trust problems 
can be present if collective airline purchasing power is utilized. 

The Board has permitted local service carriers to purchase collective¬ 
ly through a seperate corporation owned by the participants. However, 
the stringent conditions attached to the Board's approval probably 
reduced the value of such authority, and the corporation was subse¬ 


quently dissolved. In somewhat related instances the Board permitted 
collective design, negotiation and purchase of wide-body aircraft 
support equipment. The Board has also permitted the creation of a 
joint air carrier corporation to provide liability and hull insurance 
for wide-body aircraft. While there was widespread interest in both 
cases, there was no direct opposition and they were approved 
substantially in the form submitted. 


With respect to trade associations, there continue to be issues 
concerning access to such associations and isirness of internal pro¬ 
cedures, such as voting rules. These have been raised both with regard 
to IATA and the ATA. On the question of access, this is primarily 
applicable to ATA. There appear to be incipient issues concerning the 
exclusionary aspects of such matters as: collective airline tariff 
publishing; publishing of schedules in the OAG; access to Joint Airline 
Military Traffic offices; the availability of the Universal Air Travel 
Credit Plan; and the selection of local cartage agents for cargo pick¬ 
up and delivery. These matters are not burning issues at present. 


but they do represent items about which interest is being exhibited in 
some quarters. 


Finally, there are scheduling agreements of two sorts. One stems 
from the limitations of airport and air traffic control capacity 
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0 , around congested airports. The other involves schedule reduction 
agreements in certain major markets by certain major trunklines to 
prevent wasteful competition leading to excess capacity during a 
period of airline depression. 

Scheduling agreements of the first type are designed to level 
out the use of congested facilities throughout the day in some 
equitable fashion. Such agreements are likely to continue to the 
extent that there continue to be overly-congested facilities. 

Whether or not the second class of agreements, the schedule 
'reduction agreements in major markets, are to become a normal way 
of life is an issue facing the Board during the current summer. 
Opponents of such agreements include other air carriers and the 
Department of Justice. They contend that joint agreements among 
competitors to limit capacity undo the competitive system envisaged 
by the Federal Aviation Act. They feel that by allowing carriers to 
stabilize their competitive activities in some markets, such agree¬ 
ments free up resources to be unleashed against non-signing competi¬ 
tors in other markets. Proponents of such agreements contend that 
they allow the aggregate product—airline seats—to be produced more 
closely related to market demands. This, they say, reduces the costs 
| incurred in operating excessive flights. The Board will thus have to 

decide the controversial question of whether or not to grant pending 
requests for continuation of such arrangements beyond their presently 
; scheduled termination in October. 

X realize that the treatment here of collective airline arrange— 

. ments is not exhaustive. But perhaps some insights are evident. On 

the one hand it is apparent that cooperative airline arrangements are 
| necessary, can serve the traveling and shipping public, and can 

| appropriately reduce costs. On the other hand the exercise of collect- 

ive economic power with adverse impact on others can present a real 
problem. The Board in such instances will have to balance considera¬ 
tions of anti-trust with considerations of public interest of an air 
transportaion nature. It does not seem possible in advance to establish 
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explicit guides as to what may or may not be acceptable. It does 
seem evident,, however, that developing environment and ecological 
problems over the recent past portend an impact on traditional 

concepts of freedom to compete. The likelihood is for some compro¬ 
mises in this area. 

I would now turn to the matter of airline mergers. 

Merger discussions have probably been engaged in by all 
federally certificated route carriers in the airline recessionary 
economic cycle that is, hopefully, now ending. Previous down periods 
also were characterized by a least a large amount of merger talk—• 
and some significant activity. In the last airline depression, in the 
early 60's, a Pan Ameriean-TWA merger application was filed and later 
withdrawn. An American-Eastern proposal was disapproved. And a 
failing regional trunk. Capital, was allowed to be absorbed by United 
to form the largest U. ,S. air carrier. 

During the current cycle, seven route carrier merger applications 
have actually been submitted to the Board. Four involve mergers 
between two trunk carriers. A fifth involves a merger between two 
local service carriers. The remaining two relate to mergers between 
two carriers that are primarily domestic trunks, on the one hand, and 
two carriers specializing in Caribbean service, on the other hand. 

The Bureau of Operating Rights has actively participated as a party 
and has taken a position in all of these cases. 

To date the Board has acted on four merger applications and 
has approved each of them. Two have resulted in consummated mergers, 
those between American and TCA and between Allegheny and Mohawk. One 
was aborted after approval, that is the Northwest-Northeast merger. One, 
involving Delta and Northeast, is now awaiting consummation which is 
scheduled for August 1. 1 

Bureau of Operating Rights favored the approval of each of 
these four mergers. A principal basis for the Bureau's position— 
which the Board shared for the most part—was that one partner was 
financially and competitively weak or failing. In this situation the i? 
stronger, dominant carrier offered the assurance that service would be 
continued and improved. Net financial impact was also considered 
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“ detail. This included the lmportant question ^ ^ 

company would operate more or lees efficiently than either of the pre- 

existmg airlines. both individually and on the average. In arriving 

at our position we balanced these ••public benefit" factors against 

the negative aspects. The negative aspects were principally increased 

concentration in the industry, and diversionary impact on other carriers 

econdanly, we took into account the "private benefits" of the merger- 

at is, the effect on stock and bondholders, and on employees and 
creditors of both airlines. 

in this group of four merger cases DOT favored the Delta-Northeast 
merger, and the Justice Department favored the Allegheny-Mohawk merger, 
ese agencies did not participate in the other cases. 

At this point it might be useful to clariy the roles of Justice 
Trans porta ion and the CAB. You may have some question concerning thl 
necessity for three govenment agencies becoming involved in particular 
airline mergers. The CAB, of course, has final responsibility for 
approval or disapproval of airline mergers. This is subject to review 
y the President, as a matter affecting foreign relations, where inter¬ 
national routes are involved, justice participates as a party in CAB 
merger cases. This is primarily in situations where a significant issue 
o anti-trust policy may be present. DOT also participates in airline: 
merger proceedings before the Board, it selects those cases where it 
believes significant transportaion policy issues may be present, dot 
has the role of coordinating governmental transportation policy. The 
executive agencies are free to suggest merger guidelines and policy 
irrespective of the pendency of particular merger applications. The 
CAB on the other hand is limited in this respect to the role of approving 
or disapproving on an ad hoc basis, individual merger applications must 
be decided on a formal record developed in such cases. 

Still pending are three merger cases: the American-Western and 

Eastern-caribair cases are before the Rn^r-r) ^ • • 

otrore the Board for decision. The Northwest- 

National case is now awaiting oral argument before the Board 

The Bureau opposes all three of these mergers. Our conclusion with 
regard to both the American and Northwest cases is that the proposed 
mergers would be antithetical to the preservation of a competitive 
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multi carrier air transportaion system. They would, therefore, 
result in undue concentration. On the long-term, we think that undue 
concentration will lead to higher costs and overall lessening of 
efficiency as well as higher prices, and less responsive service. We 
feel also that they bring the evils that inhere in the concentration 
of too much economic power in too few hands, including labor's, our 
view is that air transportation is inherently competitive in character 
and can operate at optimum efficiency for the general economy under 
competitive conditions. This can be distinguished from operating 
at optimum profitability for the stockholders of any one firm, or of a 
small group of firms. Balancing the marginal positive factors favoring 
these two mergers, we concluded that the negatives outweighed. in this 
process, we gave particular weight to the fact that all the merger 
P rtners involved are prosperous, growing, soundly managed carriers 
with bright futures as independent entities. 

The Department of Justice agreed with this basic approach, while P 

the Department of Transportaion did not. DOT appears to believe that 

any merger not creating a high degree of monoplies in specific city- 

pair markets should be approved. This apparently means that mergers 

between airlines whose systems do not overlap extensively should be 
approved. 

In the case of the Northwest-National, we also stressed that 
there was no plan of integration for the two airlines, and that 
management dissension and labor unrest could cause serious difficulties. 

The Eastern-Caribair merger is altogether different, in our view. 

Caribair is a failing carrier that is authorized to provide local-type 
service principally among the islands of the Caribbean, we think it 
should not be converted into a mainland-Caribbean trunk operation in 
What is, after all, the second largest area-type market in the world- 
the U.S.-Caribbean/Bahamas vacation market. Such a basic restructur- i 
ing of a major area-type market should be effected in a careful, gradual) 

fashion through route cases—rather than at one fell swoop in a merger ” 

This is so particularly in light of the diversionary impact on 


case, 
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Pan American. Neither Justice nor DOT took any position in this case. 

At such time as the Board ultimately rules on the remaining 
undecided merger cases we will have completed the current cycle of 
proceedings. These decisions, in toto, should provide useful, concrete 
criteria for airline merger policy in lieu of the hypothetical guides 
which have been the subject of much discussion during recent periods. 

This concludes my presentation. 
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Abstract 

This presentation will discuss DOT'S policy with respect to 
evaluating airline mergers. Included within this presentation 
will; be a discussion of: (1) dot’s statutory responsibilities; 

(2) DOT'S view of the interrelationship of airline merger policy 
and overall airline policy; (3) the executive branch criteria for 
domestic airline merger proposals; and (4) dot’s position in 
several recent merger proceedings, including the Allegheny-Mohawk, 
American-Western, Delta-Northeast, and Northwest-National. 





It is indeed a pleasure to be here for this workshop-and I would 
like to thank the joint sponsors, MIT and NASA, for this opportunity to 
discuss what I, as a trial attorney in the General Counsel's Office, 

understand the Department of Transportation's airline merger policy to 
be. 

As is indicated in the summary of my discussion, I will focus on 
the following general areas: 

DOT s statutory responsibilities with regard to the 
formulation of national transportation policy; 

DOT s view of the interrelationship of airline merger 
policy and overall airline policy; 

The Executive Branch criteria for domestic airline 

merger proposals, which are designed to assist the 

• .... 

Executive Branch agencies in evaluating domestic 
merger proposals; 

And finally, DOT's position in several recent merger 
proceedings, including the Allegheny-Mohawk, American- 
Western, Delta-Northeast and Northwest-National cases. 

The Department of Transportation participates extensively in pro¬ 
ceedings before the Civil Aeronautics Board, among other regulatory 
agencies, and, as a consequence of the several merger applications filed 

recently, we have been actively involved in four major merger cases in 
the last year. 
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You have already heard today from Mr. Andrews of the Civil 
Aeronautics Board, Mr. Colodny who expressed the airline viewpoint on 
mergers and Mr. Farmer of the Antitrust Division of the Justice Depart¬ 
ment, and you may be wondering why the Department of Transportation 
participates in these cases. 

The Department of Transportation is the Executive Department 
charged by Congress with exercising general leadership in the identifi¬ 
cation and solution of transportation problems with responsibility in 
the Secretary of Transportation to provide leadership in the development 
of national transportation policies and programs. 

Mergers of major transportation companies (all the air carrier 
trunklines are listed among Fortune's top 50 transportation companies) 
in many instances have an impact on both the quality and cost of trans¬ 
portation services available to the public, and can have far-reaching 
effects in terms of restructuring a transportation industry. These 
matters are necessarily of vital con'cern to DOT and, as a consequence, 
participation by DOT in these proceedings is necessary and appropriate 
for the discharge of our statutory responsibilities. 

In addition, the President is required by Section 801 of the 
Federal Aviation Act to review ail mergers in which international routes 
are involved to determine whether the resultant route transfers are 
consistent with the foreign aviation policy of the United States. In 
that regard, it may be necessary for the Executive Branch agencies to 
participate to develop a full record on these issues, for on occasion. 
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the President has found it necessary to alter a Board recommendation when 
foreign policy requirements have dictated such a result. 

It is sometimes claimed that all or most U.S. airlines (at least 
the trunklines) should be rationalized by merging them into a smaller 
number of systems (four, five, or six being the most common numbers 
mentioned). Lest there be any question in that regard, the Executive 
Branch criteria specifically state that they should not be interpreted 
as implying encouragement to airline mergers in general, or in specific 
cases. That was not their purpose. The Executive Branch, and, in 
particular, the Department of Transportation supports a policy of vigorous 
competition among a considerable number of air carriers. Often, in fact, 
the Department of Transportation has been the subject of criticism for 
taking positions which are said to be "too pro-competitive". 

In the American-Western case,’ the Department argued that the 
merger would increase competition by replacing a carrier (Western) with 
a history of ordinary performance as a competitor with one (American) 
that all the parties to the proceeding agreed competes hard and well. 

As a consequence of the limited number of carriers authorized to serve 
any given market, the replacement of one carrier by a more vigorous 
competitor is bound to improve the quality and degree of competition in * 
the affected markets. The carrier opponents of this merger criticized 
us for encouraging such competition. Again, in the Northwest-National 
case, we argued that the merger would increase competition in the air 
carrier industry by providing additional competitive services and 



- 4 - 


permitting the "new" Northwest to compete on a more equal footing with 
such rivals as United, Pan American, and Eastern. Again this position 
was critlcl ‘ 2ed > and in fact, the main argument advanced by Eastern in 
opposition to the merger was that the "new" Northwest would be too 
strong a competitor. 

In the Domestic Passenger Fare Investigation, the Department has 
argued strenuously for the Board to permit price competition in the 
airline industry by adopting a "zone of reasonableness" in setting fares. 
Under our concept, the Board would establish a maximum and minimum 
lawful fare in each market and then the carriers would be left to 
compete by offering fares anywhere within the zone. Although our pro¬ 
posal received the strong support of the Antitrust Division, it met 
stiff opposition on the part of many carriers. The Board has recently 

heard oral argument in the case and We are hopeful that our proposal 
will be adopted. 

And finally, the Department has supported more liberalized rules 

for charter travel, arguing that such liberalization is beneficial to 

the traveling public and should be permitted so long as substantial 

impairment of scheduled service does not result. I am sure that 

Mr. Binder will amplify the Department's position on this matter on 

Friday during his discussion of "International Air Transport and Federal 
Pol icy". 

Returning to merger policy, the Department’s attitude is to simply 
take airline mergers as they come. Mergers are the result of healthy 
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business procedures, long recognized as a form of company self-improvement. 
In as dynamic an industry as the airline industry, they are merely signs 
of a healthy industry restructuring itself. All mergers are certainly 
not prohibited in either regulated or unregulated industries, and as 
recognized by Congress, mergers of transportation companies have different 
requirements than mergers in the unregulated portion of our economy. 
Accordingly, the analytical techniques of the antitrust laws (such as the 
market share standards developed under the Clayton Act to test grocery 
store and beer company mergers) have little relevance to airline mergers 
under the Federal Aviation Act. Secor Browne, the Chairman of the 
Civil Aeronautics Board, has aptly described the attempt to use such 
analytical techniques for airline mergers as the "clam gauge test" for 
mergers. If you think about it, you will see the sheer folly of such 
an approach. In airline mergers, we are dealing with a regulatory body 
with a demonstrated expertise for evaluating competition in the airline 
industry. Accordingly, we believe that the appropriate tests for 
measuring competition are those set forth in the Executive Branch 
criteria which I will discuss shortly. 

In attempting to develop criteria for evaluating airline mergers 
under the Federal Aviation Act, it is important, of course, to know if 
average cost varies with firm size. At approximately the same time that 
the Department was preparing the criteria, we were also conducting a 
study, for use in the Domestic Passenger Fare Investigation, to determine 
whether costs increase, decrease or remain the same in the domestic 
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airline industry — such studies being generally referred to as economies of 
scale studies. This study was relevant to the fare investigation in order to 
determine what pricing policy the Department should recommend to the 
Board, but was also applicable to mergers where the relationship of 
average cost and firm size is also an important policy determinant. 

In this study, conducted by Dr. James C. Miller (who was here 
last week and will again appear Friday), multiple regression analyses 
were performed on airline data by carrier and by year, for the years 
1962-1968, to determine if a relationship existed between available ton- 
miles, average stage length, market density and costs (measured by 
operating expense per available ton-mite). (For those who are interested 
in the details of the study, I have brought a copy of the study for your 
perusal, but I suspect that the most productive approach for pursuing 
questions about the study would be to talk to Dr. Miller when he is here 
on Friday.) In summary, the results of this regression analysis indicate 
a tendency toward constant returns to scale (that is, constant costs over 
the relevant range of service) when available ton-miles and market density 
are increased proportionately, and increasing returns (that is, falling 
average cost) when expansion takes place over new routes. In both cases, 
however, the effect on average cost is barely perceptible, stage length 
being a more important determinant of the level of average cost. For 
practical purposes, then, we concluded that the industry is characterized 
by constant returns to scale and that, as a consequence, increasing the 
^size of the firm through merger is unlikely to produce significant unit 
Post increases or decreases. 





In light of this study, which indicates the indecisiveness of 
sheer sue on the matter of costs, we believe that changes in size £er se 
should not-bevdeterminative of the-.outcome of a merger, and that the 
focus in evaluating air-1 ine mergers ; should be on the impact of a merger 
on industry performance. The Executive Branch criteria are intended to 
assist the Department in measuring this impact. 

• During the spring.and summer of. 1971, the Department of Transpor¬ 
tation, in consultation with the Department of Justice, prepared the 
Executive Branch criteria for domestic airline merger proposals. The 
purpose of these criteria for evaluatingdomestic airline mergers is 
to assist the Executive Branch agencies in deciding whether to intervene 
in airline merger cases before the Civil Aeronautics Board, and in deciding 
what recommendation, if any, should be made to the Board concerning the 
merger. Although these criteria were designed by those Departments for 
general use by the different Executive Branch agencies, each agency 
necessarily will apply them in light of-its respective statutory responsi¬ 
bility. In the case of the Department of Justice, as alluded to above, 
this will be primarily under the antitrust laws, and in the case of the 
Department of'Transportation, primarily the Department of Transportation 
Act, other, related statutory and policy provisions, and basic operational 
and,economic factors relevant to the transportation system.of. the nation. 

As is recognized in the statement accompanying the criteria, cer¬ 
tain caveats are in order; , i . v 
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First of all, it is not possible to devise a set of general cri- 

» • * 
teria that will completely cover each and every fact situation. There 

will be instances where certain criteria are not applicable, or where a 
criterion must be extended or refined, or where additional data are 
applicable. At the same time, the criteria are meant to be looked at 
as a whole. There is not any one criterion of overriding significance. 

Second, because of limited resources, Executive Branch agencies 
may not intervene in all merger proceedings. 

And third, not all agencies evaluating factual material and 
applying, these criteria will necessarily reach the same conclusion. 

In order to reconcile public objectives with business objectives, 
the preparation of these criteria has drawn extensively on two types of 
background data: 

(1) the relevant statutory and policy backgrounds; and 

(2) the relevant airline operational and financial factors. 

With regard to the statutory and poTicy background, we reviewed existing 
regulatory statutes and other applicable policies governing airline 
mergers in order to define criteria already present in law and policy as 
found in the Federal Aviation Act, its legislative history, and the 

interpretation it has been given by the Board and the courts. Considera- 

/ 

tion was also given to standards used by Federal agencies and the courts 
in appraising mergers under other regulatory statutes and the antitrust 
laws, particularly Section 7 of the Clayton Act. With respect to the 
economic facts of the industry, we analyzed efficiency, profitability, 



service, structure of the airline passenger market, and economies of 
scale in airline operations. v 

Although I do not wish to burden this discussion with the intricate 
details of the criteria themselves, I do think it would be instructive in 
giving some insight into DOT's approach to mergers to briefly highlight 
the major factors which we consider in evaluating an airline merger, and 
indicate how the various criteria were applied in certaiin cases. 

(For those who are interested, I have some copies of the criteria 
and will be glad to distribute them at the end of the discussion.) 

Basically, the criteria are designed to provide a means for eval¬ 
uating the following aspects of a merger: 

Impact on competition; 

Likelihood that it would breed, or trigger, other mergers; 

Impact on other carriers; 

Benefits resulting from the merger; 

Financial health of the merger partners; and 

Protection afforded employees. 

As discussed earlier, competition plays an important role in 
maintaining a sound air transportation system and the competitive impact 
of a merger on the air carrier industry should be carefully analyzed. 

The criteria provide that a merger should not result in either the 
elimination of effective competition, or an excessive market share for 

the surviving firm in significant city-pair, regional or national markets 
for airline services. 





In general, air carriers compete on a city-pair basis. They com¬ 
pete for the business of the traveler who wants to get from point A to 
point B. In order to measure that impact, the criteria provide three 
basic tests: 

Test 1. Mergers which involve the'significant lessening of 
competition in the major markets (defined as the 100 top city-pair 
markets measured by number of passengers plus those of the 100 top city- 
pair markets measured by number of passenger miles which are not already 
included), especially the larger ones, must be regarded as carrying a 
heavy burden of proof, certainly the elimination of an effective compet¬ 
itor (one having at least 10% of the market) from a city-pair market 
having as much as 1% of the total industry passenger miles would be 
cause for most serious scrutiny. 

Tests 2 and 3, which are designed to analyze the impact of a 

merger on competition in all city-pair markets, work in the following 
manner: „ 

First of all, one would identify markets in which a given anti¬ 
competitive impact would occur: 

One such test would first ascertain in which markets the merger 
would eliminate an effective competitor (usually regarded as a carrier 
with a 10% market share). 

_. } Another such test would ascertain in which markets the merger 
would combine two carriers, each of which had le^than a 50% market 
share, to form a carrier with a 50% or greate/market share. 
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And then one would evaluate the overall magnitude of the markets 
so identified. - «, 

For each test, the size of the markets affected need not be 
especially large in comparison with the overall industry in order to 
attain a degree of significance worthy of concern. But, as the total 
traffic in affected city-pair markets exceeds 1%, and certainly as it 
approaches 3%, the competitive effect becomes more significant and 
warrants careful scrutiny. 

In examining these city-pair criteria, it was interesting to learn 
that the carriers participate in traffic’in markets in which they are not 
authorized to provide service. For example, in 1970, Northwest carried 
1,310 passengers and National 4,130 passengers in the New York-Los Angeles 
market, even though neither carrier is authorized to serve that market. 
When we investigated the matter, we found that this traffic was the result 
of passengers traveling on circuitous routings, such as by way of Minne¬ 
apolis in the case of Northwest, and Miami in the case of National. 

Although air carriers generally compete on a city-pair basis and 
the focus must remain on the merger's impact on competition in city-pair 
markets, the effect of a merger on competition must also be considered in 
terms of regional and national markets. In the Northwest-National merger, 
for example, we considered the regional impact of the merger by analyzing 
the number of passenger originations by carrier and State for the two 
regions arguably affected by the merger - the northeast corridor and the 
southern region of the country. In the northeast, the analysis revealed 
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that the region will continue to be dominated by American, Eastern, United 
and TWA, and that fifteen carriers will remain, not to mention the sub¬ 
stantial intermodal competition in this corridor, which will be unaffected 
by the merger. Likewise, the analysis indicated that the Southern region 
will remain Delta and Eastern country and no less than twelve other major 
carriers will continue to serve the region. 

The other basic competitive consideration is that a merger should 
not result in undue concentration within the air carrier industry. 

Although relative size in the airline industry is an important considera¬ 
tion, it is not suggested in the criteria that size alone should be the 
only or even the major merger criterion. On the other hand, a proposed 
merger that V\ = d result in a substantial share of an appropriate market 
must be viewed as carrying the burden of proof that the anti-competitive 
impact would be balanced by benefits- to be realized by the public, and, 
as the market share of the resulting firm increases, the burden of proof 
to establish counterbalancing benefits would become increasingly heavy. 

In the American-Western case, we recognized that the principal 
problem presented by the merger is the post-merger size of American 
(post-merger American would carry almost one fifth of the domestic ton- 
miles carried by all U.S. carriers). We believed that balancing the 
benefits resulting from the merger against one potentially serious 
detriment, size, showed that the merger should be approved. 

The criteria further provide that a merger should not be likely 
to lead to extensive reactions and defensive merger proposals by competing 
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carriers so that the end result will be a restructuring of the industry 
and excessive concentration in a few firms. Although the effect that a 
particular merger is likely to have in breedings or triggering, other 
mergers is a most important consideration, there does not appear to be 
a way of analyzing this question with precision. 

Board approval of a merger may trigger mergers in one of two ways: 

(1) it could indicate that the Board would be likely to approve 
other mergers and as a result other carriers would consider proposing 
mergers, and 

(2) it could also create a situation in which other carriers 
would have to merge to avoid financial difficulties. 

Analysis of the first alternative must necessarily involve con¬ 
sideration of various relevant factors, such as the impact of a merger 
on competition in city-pair marketsto determine the precedential impact 
of Board approval of a merger. But in this regard, it is important to 
remember that any merger proposed as a result of misreading the Board's 
signal obviously could be disapproved. In a regulated industry, the 
trigger potential of a merger must be viewed in a different light than 
in the case of an unregulated industry. 

With regard to the second alternative, consideration should be 
given, among other things, to the impact of the merger on individual 
carrier market shares, the protection of connecting traffic and whether 
the particular merger may have a "run-on-the-bank" effect. For there 
are only so many suitable merger candidates for any particular carrier 
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and a carrier may conclude that the way to avoid disappointment is to 
merge early. * * 

A series of mergers could easily undermine the existing competitive 
structure of the industry, even though no one of the mergers in the series 
taken by itself could be found objectionable under the remaining criteria. 
It a merger seems likely to trigger such a series, the total competitive 
effect should be examined. 

One of the requirements of the Federal Aviation Act is that the 
Board is to pursue sound economic conditions in the air transportation 
industry. Accordingly, the criteria provide that a merger should not 
result in substantial foreclosure of competition for interchange traffic 
or other excessive injury to other carriers. 

A merger which would severely injure other carriers might so 
disrupt sound economic conditions in the industry that it should be dis¬ 
approved. In examining the direct injury, consideration should be given 
to whether the merger will so increase the market power of the merged 
carrier (for example, by being able to offer more seats or schedules or 
more advertising) that a third carrier, or other carriers, will find it 
substantially harder or impossible to compete for competitive or con¬ 
necting traffic. Indirect injury may come about over a longer period of 
time through the impact of the merger on costs and financial ability, and 
will surface in the form of the weaker carrier's inability to purchase 
adequate equipment or promote its service. 
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An end-to-end merger of two airlines which connect at points of 
substantial traffic interchange can foreclose competitors from connecting 
traffic which was previously subject to free competition. Although this 
diversion can take place simply because the merger may permit offering 
better service, it can also take place when service improvement is not 
offered, for example, because a passenger seeking connecting service is 
more likely to contact an airline providing both legs of the route or is 
more likely to contact the better-known airline. Again, this diversionary 

impact must be carefully considered in evaluating the impact of the merger 
on other carriers. 

An airline merger should be accompanied by significant operational 
or service advantages so that there is greater efficiency or lower costs 
to the public. More effective use of aircraft and equipment, more 
economical financing, new route patterns and innovations in management 
- these are required for the health and further growth of the industry. 

The ionger term characteristics of the airline industry are rapid 
traffic growth and expansion into new markets with different characteris¬ 
tics in terms of fares and schedule requirements. A fundamental need of 
the industry is for continued adjustment, and the major effect of a merger 
should be to accommodate this need. As a consequence, the criteria provide 
that a merger should bring about substantial operational, service, or 
organizational benefits for the surviving firms so that the public will 
receive significant benefits such as greater efficiency and better service, 
and the size of the airline resulting from the merger should not be such 
as to produce significant diseconomies. 
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In the case of a merger of a relatively effective carrier and one 
that is marginal, or in the case of two marginal carriers, the'criteria 
provide that the resulting benefits of the surviving firm should be 
corrective of the original difficulty of the weaker merger parties. The 
public may in some cases benefit from acquisition by a stronger carrier 
of an airline whose potential for maintaining viable operations is limited 
for some demonstrable reason, but it is questionable whether absorption of 
a marginal firm is in the public interest if the surviving firm is thus 
put in jeopardy. In the Delta-Northeast case, one of the reasons that 
the Department supported the merger was that Northeast, a carrier in 
serious financial difficulty, could be absorbed by Delta, a financially 
healthy carrier, with profitable results — a benefit to the air carrier 
industry as well as the traveling public. As mentioned by Mr. Colodny, 
the criterion was also relevant to the Allegheny-Mohawk merger. 

With regard to the impact of the merger on employees, the criteria 
provide that the labor protective conditions (such as integration of senior¬ 
ity lists and displacement allowances) set forth in the United-Capital 
merger case should be imposed, unless it can be established that it would 
be in the public interest to alter or replace the standard provisions. 

In the Northwest-National case, the Department believed that the integra- 
tion of the work forces of the two carriers raised the possibility of 
labor problems which we did not believe were adequately covered by the 
standard United-Capital conditions, and, accordingly, recommended that 
the Board fashion conditions to alleviate the problems. 
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Any airline merger will have some effect on the structure of the 
airline industry, but mergers are certainly not prohibited 'per se because 
of this. In the American-Western case, one of the reasons that the 
Examiner recomnended disapproval of the merger was that he felt that the 
merger would upset the existing national airline structure consisting at 
the time of the "Big Four" and the "Smaller Seven" trunklines. As we 
argued in our brief to the Board in that case, and recent Board approval 
of the Delta-Northeast merger which created a "Big Five" rather than a 
"Big Four" and Allegheny-Mohawk which created a carrier much like a 
regional trunk has demonstrated, such a static way of looking at airline 
industry structure is misplaced, in as dynamic an industry as the air¬ 
line industry, one simply cannot expect its structure to remain the same 
for long periods of time. 

Board route policy has also stressed carrier development and has 
not been designed to freeze any particular size distribution or number 
of firms. Thus the Board has pursued a continuing policy of permitting 
existing carriers opportunities to expand over new routes and has per¬ 
mitted entry of new carriers when a need has been shown for such services. 
In a merger case, we do not believe that the Board should be concerned 
with preserving a particular number or size distribution of carriers. 
Rather, the increased size of a carrier or a reduction in the number of 
firms in the air carrier industry is critical, we believe, only to the 
extent that overall industry performance, measured by the impact of the 

merger on rates and service in the affected markets and in the industry 
as a whole, is effected. 
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It is likely that rates will increase over time if the combination 
of two carriers results in a less efficient operation and overall costs 
increase. It is also possible that a substantial lessening of competition, 
insignificant city pairs, or other relevant markets could lead to implicit 
price collusion between the collusion between the carriers who remain. 

As a result of such conscious parallelism or price leadership, or simply 
less intensive competition, service to the public could deteriorate and 
fares rise unnecessarily. If a merger were to decrease competition 
substantially so as to result in increased costs, the Board might well be 
seriously concerned about the merger's impact on industry structure. 

Even assuming, however, that the elimination of one firm from the domestic 
air transportation industry and a resulting change in the size distribu¬ 
tion of the remaining firms does have some effect on industry performance, 
that effect must be kept in perspective. As Dr. James Miller testified 
on behalf of the Department of Transportation in the Northwest-National 
merger case, "While the performance of the industry may be a function of 
the number of firms and their size distribution, of much greater signifi¬ 
cance is the regulatory environment - the degree to which the Board 
allows and encourages competitive forces to bring about greater efficiency, 
lower prices, and improved service". 

If the Board is concerned about maintaining competitiveness within 
the airline industry and insuring good performance, it should consider 
amending those aspects of its policies.which reduce competition. Minor 
but far-reaching changes in the Board’s policy toward encouraging price 
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competition (such as recommended by DOT in the Domestic Passenger Fare 
Investigation) and more liberal attitudes toward the entry of new firms 
and the expansion of existing firms into new competitive markets, would 
be far more likely to promote effective competition than adherence to a 
rigid policy toward industry structure. ’ 

During the past year, the Department has evaluated four airline 
mergers (Allegheny-Mohawk, Delta-Northeast, American-Western and Northwest 
National) in light of these criteria, has found that they are consistent 
national transportation policies and has recommended to the Civil 
Aeronautics Board that the mergers be approved. Since the facts of each 
merger are different, the reasons offered by the Department in support 
of each merger varied from case to case. 

In Allegheny-Mohawk, the Department recommended approval of the 
merger as being in the public interest since it would result in numerous 
new single carrier services In markets where the carriers were limited 
previously to providing connecting service, increased competition for 
the large trunklines in a number of important regional markets and provide 
a solution to Mohawk's financial difficulties. On March 28, 1972, the 
Board approved the merger and it was consummated shortly thereafter. 

The real significance of this merger for the public interest, how- ; 
ever, is that Allegheny is beginning to take on some of the characteristics 
of a regional trunkline. Merged, it is serving the entire northeast 
quadrant of the country, ranks as the sixth largest U.S. airline in terms 
of passengers enplaned, has increased its market identity at the significant 
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hubs of Pittsburgh, Cleveland, Detroit and Buffalo, and now stands in a 
much stronger position in both new and pending route cases. " 

In Delta-Northeast, the Department believed that the merger would 
benefit the public by substituting a financially healthy carrier and 
vigorous competitor (Delta) for a chronically loss-ridden carrier and a 
generally weak competitor (Northeast) which will, in turn, result in 
improved service and livelier competition over Northeast's system and 
throughout the east coast-southeast area. Although* as I mentioned 
above, Northeast was not a failing carrier, it was a carrier characterized 
by chronic financial problems and a consequent inability to provide 
vigorous competition. The substitution of Delta for Northeast, we believe, 
will improve the overall health of the air carrier industry. On April 24, 
1972, the Board approved the merger, but it has not been consummated to 
date, pending the consideration of petitions for reconsideration by the 
Board. 

In American-Western, the Department urged approval because we 
believed that the merger will provide benefits to the public in terms of 
improved service in the form of new through plane routes in several markets 
that will be of value to the traveling public and, as discussed above, will 
result in the replacement of a strong competitor for a carrier with a 
history of very ordinary performance, lower costs reflecting, among other 
things, consolidation of operations at.common locations and improvements 
in aircraft utilization which, in turn, flow from an improved route 
structure and a better mix of aircraft without diverting substantial 
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amounts of traffic, reducing competition, triggering other mergers, 

resulting in undue concentration within the air carrier industry, 
merger is still pending. 


or 

This 


Finally, the Department supported the Northwest-National merger 

since we believe that the merger will serve the public interest by 
providing — 


The "new" Northwest with an opportunity to offer 
substantial amounts of new service to the public 
without significantly increasing the capacity 
offered by the surviving carrier; 

Reduced costs resulting from savings in services 
and personnel at common stations and in aircraft 
maintenance; and 

Increased competition without materially affecting 
any carrier's financial health, triggering other 
- mergers or adversely affecting the structure of 
the air carrier industry. 

The case Is now before the Board and oral argument will be held next 
Wednesday. 

Taken as a whole, these mergers provide several interesting paral 
lels. First of all, each of them involves a minimal impact on actual 
competition, and. in fact, one of the purposes of the mergers was to make 
each carrier a stronger firm and thus better able to compete with its 
rival carriers. Moreover, the public will receive tangible benefits in 
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the form of numerous new services. And finally, each of these mergers 

' r 4 v 

will fill previously existing gaps in the surviving firm’s systems, such 
as Delta's chronic inability to get to the northeast and thus will result 
in the rationalization of theiv' route structures. 

As you can see, it has been a busy year for the Department in 
terms of evaluating airline mergers, and we believe that the Executive 
Branch Merger Criteria have been useful in that effort. 

Thank you. 
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In the formation of regulatory policy, the Justice Department will 
continue to urge upon regulatory commissions the basic legal point that 
"to a very great extent, .competition is our fundamental national econo¬ 
mic policy,"/and the basic factual point that economic regulation by 
administrative agencies can be supplemented and made more effective 
by the self-regulating device of competition. 

The Justice Department has been rather selective in intervening 
and participating in airline merger proceedings, and has usually 
participated only in cases of unusual significance. We participated 
in the American-Eastern proceeding in the early sixties, and have 
participated in two of the recent round of merger proposals, the 
American-Western and National-Northwest cases. in each case, we have 
concluded, after studying the evidence, that the proposed merger 
should be disapproved because of its anticompetitive effects. 

Since the Department's policy with respect to airline mergers 
has mostly been developed in the context of the trunkline merger 
proceedings to which we have been a party, my remarks will be directed 
primarily toward that type of airline merger — the merger of domestic 
CAB-regulated trunklines. 

I. The Statutory Context 

There are two ways in which section 408(b) protects against anti¬ 
competitive mergers. First, the "antimonopoly proviso" provides that 
no merger shall be approved when the result would be "to create a 
monopoly and thereby restrain competition or jeopardize another air 
carrier not a party to the merger." Second, the merger standard 
requires that mergers must be found consistent with the public interest 
to be approved, and as I will demonstrate below, the public interest 
standard considerations into the process of merger approval. 

-/ Carnation Co. v. Pacific Westbound Conference, 383 U.S. 213, 218 (1966) 










First a word about the antimonopoly proviso, its rather 
peculiar wording has not been subject to much interpretation in 
agency proceedings or in court, probably because many merger 
proposals which would clearly create substantial monopolies are never 
filed - and it is fortunate that they are not. This in turn may be 
because the antimonopoly proviso is a flat prohibition, not a 
balancing test, and applicants do not have the opportunity, as they 
do in the public interest balancing process, to argue offsetting 
public benefits. 

The Air Mail Act of 1934, the first statute imposing economic 
regulation upon air carriers made it illegal for air mail contractors 
serving parallel competitive routes to merge. -/The drafters of the 
economic regulatory provisions which were central to the Civil 
Aeronautics Act and later the present Federal Aviation Act strictly 
and specifically prohibited the creation of monopolies through 
merger. The modifiers "unduly" and "unreasonably" were struck 
from the proviso, and discussion by the legislation's sponsors in 
the Senate indicated that the intent was to forestall "rule of reason" 
interpretations. -/The clear result is to remove from the Board any 
discretion to approve a merger which would violate the proviso, even 
if the Board feels that the merger otherwise would be quite desirable. 

-/Air Mail Act of 1934, ch. 466, $15? 48 Stat. 938. 

-/See Brief of the United States of America 3-5 (July 31, 1962V 
American-Eastern Merger Case . CAB Docket No. 13355. ' 






Airline merger standards are strongly influenced by the fact 
that the Federal Aviation Act and its legislative history evidence 
a heavy reliance on competition, both generally and specifically 
with respect to mergers. The Act makes clear that the purpose of 
economic regulation is to promote the public interest, and defines 
several specific elements to be taken into consideration in regulatory 
decisions based upon the public interest. Unlike other transporta¬ 
tion regulation statutes, the E'ederal Aviation Act specifically 
provides that "(c)ompetition to the extent necessary" is one of' 
these specific elements of the public interest. ./This is an un¬ 
usually specific reliance upon competition for an economic regulation 
statute, and calls for anexceptionally close examination of the 

consequences of regulatory actions upon the competitive relationships 
among the regulated firms. _/ 

The specific merger section of the act, section 408 also evidences 
the high value placed upon competition in regulated air transportation. 
The "antimonopoly proviso" of that section is to my knowledge unpre¬ 
cedented in other transportation regulation statutes, it is clear 
that it was intended by the Congress to express a desire that mergers 
not lead to anticompetitive situations. 

As an indication of the intention of the congress with respect to 
airline mergers. Senator Mccarran, who is credited with being the 
author of the bill, said: 

"I have tried studiously and zealously to 
select the language from the decisions of 
the Supreme Court, from the rulings made by 
Commissions, from my experience, and from 


“/ federal.Aviation Act, section 102(d), 72 Stat. 740 (195m 49 

U.S.C. 1302(d) 1 

_/ Recommended Decision of Examiner Robert L. Park, Northwest- 
National Merger Case, Docket 23852, May 22, 1972, p. 48 









my training in the law— which will do two 
things: First of all, comply with the anti¬ 

trust laws of the country so as to provide 
the greatest protection for competition. 

Secondly, give a high degree of flexibility 
to human judgment when I select an agency 
to exercise human judgment." 

Despite the rather clear evidence of the procompetitive 
thrust of the Federal Aviation Act and its merger section, it has been 
argued that because of the wording of section 408, and the fact that 
the section was worded slightly differently in draft bills which were 
not enacted, the Board is constrained to approve merger applications 
when their impact on the public interest is doubtful? in other words, 
that section 408 places the burden of proof upon the opponents of 
merger applications. _/ (Section 408 says the Board shall approve merger 
applications unless it finds them inconsistent with the public interest.) 
I believe it is somewhat strained to conclude that the Congress decided 
to reverse the procompetitive thrust of the Act — in one of the most 
important sections of the Act — without some explanation in the 
legislative history. The language of section 408 hardly shows a clear 
intention to do. 

The precise wording of the standards for regulatory approval in 
various sections of the Federal Aviation Act, and in other transporta¬ 
tion regulation statutes, varies considerably, and agencies and courts 
correctly look to the regulatory purpose of the Act and the particu¬ 
lar section to resolve issues of burden of proof, rather than searching 

-/ 83 Cong. Rec. 6729-32 

-/ See Brief of the Department of Transportation to the Civil 
Aeronautics Board, Northwest-National Merger Case, Docket 23852 






for hints from slight differences in language. 

An example of this approach is provided by the standard for 
approval of agreements among competitors under section 412 of the 
Federal Aviation Act. _/ That section provides that the Board shall 
disapprove such agreements that it finds to be adverse to the public 
interest. This appears to be negative wording like that of section 
408(b), yet the Board explicitly applies the following standard in 
section 412 cases: if the transaction would have a substantial anti¬ 
competitive effect under established antitrust principles, it should 
not be approved unless approval is the only way to meet a serious 
transportation need or secure an important public benefit. _/The supreme 
Court has approved this test as a basis for agency disapproval of a 
transaction under a section of the Shipping Act with very much the 
same language as section 408(b). _/ 

One other section of the Federal Aviation Act relates to approval 
of mergers: the Board must approve the transfer of routes from one 
carrier to another, as provided in section 401(h). 49 u.S.C. 1301(h) 

The Board has repeatedly held that an affirmative showing of consisten - 
cy with the public interest is necessary for such a transfer. _./ 


-/ Application of Trans World Airlines, CAB Docket 22908, Order No. 71-8-91 
p.5 (1971); Local Cartage Agreement case, 15 C.A.B. 850 (1952)* North 
Atlantic Tourist Commissions Case, 16 C.A.B. 225,226 (1952); Six Carrier 
Mutual Aid Pact, 29 C.A.B. 158 (1959). The Supreme Court has con- 
lrmed the appropriateness of an identical standard in Federal 
Maritime Commission v. Svenska Amerika Linien, 390 U.S. 238,244, 246 
(1967) . " 

-/ Federal Maritime Commission v. Svenska Amerika Linen, 390 U.S 238 
(1968). 

“/ Acquisition, of Marquette by TWA, 2 C.A.B. 1,4 (1940); Pan American 
Airways, Inc. et al. - Merger, 2 C.A.B. 503,505 (1940); acquisition of 
Cordova Air Service by Alaska Airlines, Inc. 4 C.A.B. 708, 709 (1944) 
Acquisition of Mayflower Airlines, Inc., by Northeast Airlines, Inc., 

4 C.A.B. 680,681, (1944); United-Western Acquisition of Air Carrier 

Property, 8 C.A.B. 298, 301 (1947); Mackey-Midet Acquisition Case, 24 
C.A.B.51,56 (1956); Delta-Chicago & Southern Merger Case, 16 CAB 647 

I d: 6 ^' 1953 ” ^"“—central Merger Case. E-26968, June 24. 1968,' 









Merger proponents have tried to escape the provisions of this 
section by taking some passing language from a court decision or two 
that the "public convenience and necessity" standard for transfer of 
route authority is not identical to the "public interest" standard 
applicable to merger approval. They then try to whisk away the fact 
that route transfer is usually the primary objective for which 

certificated airlines are merged, and assert that the section 401(h) 
standard somehow does not apply. 

It would make little sense for the Board to require a showing of 
affirmative public benefit for the award of new routes or the transfer 
of routes apart from a merger, and yet require only a showing of neutral 
effect on the public interest when the route transfer takes place in 
conjunction with a merger. Making it easier to acquire new routes 
through merger than otherwise would create a powerful incentive for 
mergers and further concentration, and would have an adverse impact 
on the structure of the airline industry. 

Apart from the specific requirements of the Act, there are 
reasons more or less generally applicable to the regulated industries 
why regulators should be extremely cautious in approving mergers. To 
begin with, the Supreme Court has made clear that the fact that an 
industry "is a highly regulated industry critical to the Nation's 
welfare makes the play of competition not less important but more 
so." -/ i will discuss the specific application of this principle to 
the airline industry later, but the general point is that excessive 

concentration and other market structure characteristics arc quite 
significant in industries which, are subject to economic regulation. _/ 

_/ United States v. Philadelphia National Bank, 374 U.S. 321, 372 (1963). 
-/ I<3 . 3^8 
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Exit of a regulated fir. through merger can have a special 

competitive significance not present in the exit of an unregulated 
t iirm • 

Further, the quality of the regulatory decision making process 
^enhanced if the burden of proof is put upon merger proponents. 

/ applicants have more access to and familiarity with the parti¬ 
cular facts of their business than prospective opponents. Merger part- 
nets initiate the timing of the merger process, and can begin pre- 

applica^ helr le9al case - aa -nce of the formal proposal or the 

ion for regulatory approval. Therefore, the merger partners 

r “ 3 bettSr POSltl ° n t0 prOVe thelr case than opponents are 
to prove theirs. 

Finally, the burden of proof should 

P snould be placed upon the side which 

* S the least irreversib l e dama 90 i* the wrong choice is made, 

a merger proposal is denied when in fact it would have brought net 

pu ic benefits, it can be approved later when more convincing evidence 
comes to light or the error is perceived. The public benefits which 
the merger might have brought in the interim could be achieved at 
east in part by internal growth. But if a merger is mistakenly 
approved and consummated even though there would be no net public 
benefits, the merger would be practically impossible to undo, and 

the detrimental effects would be extremely difficult to mitigate. _/ 
The "fai ling firm" doctrine 

Up to now, I've been talking about the high road to merger — 
securing approval by proving that the proposal would promote the 
public interest. There is also a low road- under the failing firm 
doctrine, approval of an undesirable merger can be secured by 
proving that the alternatives are worse. 


/See Direct Testimony of Dr. George Eads in the Northwest-National 
Merger Case, CAB Docket 23852, pp. 6-7 
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It should be kept in mind that the failing company doctrine 
originated as a defense to antitrust suits, and comes into play 
only if it is established that the merger would be contrary to 
law absent the prospect of failure. it is not the policy of the Justice 
Department (or anyone else, to my knowledge) that an airline has to 
prove it is failing in order to secure approval of merger. There are 
frequent laments that this is the policy in effect now, but I believe 
these complaints miss the point. Our view of the law is that the 
failing firm doctrine is the only way an airline can get merger 
approval without pro ving net public benefits . It is the only way to 
secure approval of a merger proposal whose net impact is recognized 

to be — - triITiental to the Public. Healthy, profitable firms certainly 
can merge - if they prove that their merger will benefit the public. 

This leads to another common misconception about the failing 
firm defense - a misunderstanding of its purpose. The doctrine is 
not so much out of sympathy for the firm in difficulty as it is a 

practical effort to minimize damage to the public from business 
failure. 

The reasoning of the failing firm defense is that although the 
merger will have an adverse impact upon the public interest, those 
adverse consequences will do less damage to the public interest than 
the failure of the firm, or the other alternatives available to 
prevent this failure. This is the most important point of the Supreme 
Court decisions which have dealt with the failing firm doctrine. _/ 


-/See also United States Steel Corporation v. Federal Trade Commission, 
F. 2d. 592 (1970); United States v. International Shoe Corporation 
280 U. S. 229, 301, 302 ( ); citizen Publishing Company v. United 

States, 394 U.S. 131 (1969); United-Capital Merger Case, 33 CAB 307 
(1961); Northwest Airlines, Inc. v. CAB, 303F. 2d 395, 397 (1962). 
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The rationale of the failing firm defense requires those who seek to 
invoke it to prove that the merger is the "least anticompetitive 
alternative." As the Supreme Court has noted, if a. merger is consummated 
despite the existence of less anticompetitive alternatives, "the 

benefits of competition, acknowledged by Congress, would be sacrificed 
needlessly." _/ 

One distinction should be drawn before we leave the subject of 
failing firms. in a number of cases, the Board has approved mergers 
because of the financial weakness of the acquired firm, without 
making the findings which would be required to support the application 
of the failing firm doctrine. To my knowledge, however, these have been 
cases m which the Board also did not find competitive problems which 
would otherwise bar the merger. Thus, these cases were not 

failing firm" cases, but really cases where the Board found that the 
merger promoted the public interest. _/ 

11 * of the Federal Aviation Act to Airline Merger Cases 

In order to protect the public interest, the Act requires the 
Board to take cognizance of the policies of the antitrust laws and the 
analytical techniques developed and used by the courts in applying 
those laws. _/ In merger cases, the pertinent statute is Section 7 


_/ United States v. Third National Bank in Nashville, 390 U.S. 171 

3®® “® e !^ 9 ,!^ 11 . SeOUrities Corp ‘ v ‘ New York sto<rk' B xcha ng e, 

F. 2d. 264, £70 (7th Cir. 1971), cert, denied, 401 U.S. 994. 

-/ Northwest Airline, Inc. v. CAB, 303 F. 2d. 395,397 (1962). 

^ E ^ er ?" COl ° nial Mer 9 er Case, 18 C.A.B. 781, 784-785 (1954), 23 C A R 
500 (1956); Braniff-Mid-Continent Merger Case, 15 C.A.B. 708 (1952)• 
Delta-chicago & Southern Merger Case, 16 C.A.B. 647 (1953)- Delta- 
Northeast Merger Case, Docket 23315, Orders 72-5-73, 72-5-74 (1972). 

_/ United Airlines Transport Corporation -..Acquisition of Western 
Air Express Corp., 1 C.A.A. 739, 741 (1940). 


of the Clayton Act, and the appropriate analytical techniques are 
the same as are used in the application of Section 7. 

This does not mean that the Board is required to determine 
whether a proposed merger would violate the Clayton Act; rather 
the Board is to "make findings related to the pertinent anti¬ 
trust policies, draw conclusions from the findings, and weigh these 
conclusions along with other important public interest considerations.". 
Adverse antitrust findings are not conclusive, as they might be in a 
Clayton Act case; they and the other detriments are to be weighed 
against the benefits of the transaction to ascertain the public interest 
Thus, the Board might disapprove a merger with less than grave anti¬ 
competitive consequences if the merger would bring few benefits, or 

approve a badly needed merger despite substantial anticompetitive 
consequences. _/ 


Even if the courts did not specifically require the use of ana¬ 
lytical techniques developed in antitrust cases, the use of convention¬ 
al antitrust analysis is quite appropriate in regulatory proceedings 
because 

the basic goal of direct governmental regulation 
through administrative bodies and the goal of 
indirect regulation in the form of antitrust law 
is the same —to achieve the most efficient 
allocation of resources possible. _/ 


/Northern Natural Gas Co. v. Federal Power Commission, 399 F. 2d. 95^ 
961 (D.C. Cir. 1968) (Citations omitted.). ' ' 


_/ See, inter alia, Denver & Rio Grande Railway Co. v. United States 
387 U S. 485, 492-493 (1967); Federal Maritime Commission^ Svenska 
Amerika Linien, supra, 243-246; Norther Natural Gas Co. v. Federal Power 
Commission, supra , 958-961. 

-/ Northern Natural Gas Co. v. Federal Power Commission, supra , at 959. 



in. order to define the competitive detriments of a transaction, 
the Board must look to the effects in the various markets which 
would be affected. Markets are defined in terms of the line of commerce 
(referred to as the product market) and the section of the country 
(referred to as the geographic market). Although there may be specific 
city pairs or regions where non-trunk carriers compete with trunks 
and should be included in the market for antitrust purposes, trunk air¬ 
lines compete mostly with each other, and the product market for analy¬ 
zing a merger between trunks is generally considered to be composed 
only of the trunklines. in a merger between a trunk and a non-trunk 
the competitive impact would have to be analyzed both in trunk markets 
and the appropriate non-trunk markets. 

"/here is also general agreement that airline mergers should be 
analyzed in city-pair, regional and national geographic markets, 

although there is some difference of opinion as to the significance of 
these various types of markets../ 

One word of caution is in order: there can be markets within 
markets, in both the product and geographic sense, and it may be 
reasonable to examine a merger in terms of several different markets, 
with some of the markets in other market. _/ The competitive inquiry 
should not focus on rigid definitions of markets, but rather the like¬ 
ly competitive consequences in as many relevant markets as are meaning¬ 
ful, based upon the economic facts in the particular part of the air 
transportation industry which is involved. The complexity of market 
analysis leaves much room for merger applicants to rely on sleight- 
of-hand: they can always point to another decision in which the Board 
examined a given market, argue that their application does not damage 
competition in that market, and ignore markets where there are 


* Se J ° int Brief of the Applicants to the civil Aeronautics Board in 
‘^ eri can-Vvestern Merger case. Docket 22916, and the Brief of the 
Department of Justice in the same case. 

-/ Brown shoe Co. v. United States, 370 u.S. 29'4> 325 f!962) . / 
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damaging effects. It should be kept that there are a number of 

possible markets, and an anticompetitive impact in any of them must 
be taken into account. 

There is a variety of techniques available for evaluating competi¬ 
tive impact m city-pair markets. city pairs in which the merger would 
reduce the number of competitors should be identified, and the severity 
of the impact pinned down as much as possible. This can be done by 
looking at the market share of the merged firm, and using it as an 
index of its ability to dominate the market. Competitive advantages 
which may arise* from backup traffic or high identity at particular 
points should be identified. The magnitude of the affected city pairs 
should be quantified in some way, such as gross revenues or revenue 
passenger miles. The city pairs can be categorized according to the 
likely market effect, and their magnitudes within each category can 
be aggregated to gain a rough idea of the magnitude of the total im¬ 
pact. we believe it is important to compare the city pairs in which 
anticompetitive results would follow merger with the city pairs in 
which service benefits could be expected, although we recognize that 
such comparisons can rarely if ever be precise. 

Less attention has focused on competitive impact in particular 
regions of the country, although there are several reasons it may 
sometimes be helpful to group several city pairs together for analytical 
purposes. Examples of regional markets would be particular groups of 
city pairs radiating out of a single point or a group of points, or an 
entire section o,f the country. 

There is little serious dispute that trunk airline mergers should 
also be analyzed in terms of a national market. 1 This national market 
is not equivalent to the national market for automobiles, where the 
same firms compete with each other in all parts of the country. But 
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even trunks which do not compete with each other in any city pairs 

are in some senses competitors in the national market. The impact of 

decisions such as what seating configuration to offer, what type of 

advertising campaign to conduct, and what type of aircraft to buy 

tends to spread throughout the industry even though the particular 

decision may have been motivated initially by a desire to meet a speci 

fic com P«titive threat encountered on only a few routes. in fact, 

many or the most vital decisions as to cost allocation, competitive 

effort and operational planning are made on a national or regional 
basis. 


What are the possible anticompetitive results of a merger in the 
context of a national market? Perhaps the most important is concentre 
tion of economic power in commercial decision making. As I have noted, 
the supreme court has made clear that the presence of comprehensive 
economic regulation in an industry does not eliminate, but increases, 
the significance of economic concentration. _/ The trunk airline 
industry is characterized by a small and historically declining 
number of firms, with no entry by new firms. The trunk airline 
industry is more concentrated than most American industries. _/ 


-/ United States v. Philadelphia National Bank, supra , at 368. 

s«Hnn ar f PJ- ese ntly ten domestic trunk airlines (assuming con- 
ummation of the Delta-Northeast merger); the largest four firms 

ahlut U ^ SeVSntY PerCent ° f thS business - and the largest six 

the Leri'can ^ Briefs of the Department of Justice in 

PP 15-17^ and thrm n e“ er9 ? r CaSS ' D ° cket 22916 - (Brief to Ex™i„er. 

Board, pp.30). th Natlonal - Nortl ™est Merger case, Docket 23852, (Brief tc 
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Perhaps more significantly, as will be discussed later, the industry 
appears to be more concentrated than it would be if there were no 
economic regulation. 

As the examiner noted in the National-Northwest proceeding, 
concentration of this magnitude "can give rise to a number of well 
recognized evils,"-./ and some of them appear to be present in the air¬ 
line industry. it is not clear to what degree existing concentration 
has deadened incentives for commercial and technical innovation and 
distorted resource allocation, but one thing is clear: the industry is 
sufficiently concentrated that an increase in concentration through 
merger requires ample justification. 

Another adverse impact which can come from merger is a distortion 
of competitive relationships among airlines which can arise from dif¬ 
fering size. it is clear that, other things being equal, larger air¬ 
lines have advantages due to size. These include the ability to sup¬ 
port traffic in one market with backup traffic from another related 
market, the greater public familiarity of larger enterprises; an 
abstract feeling that in the words of Northwest Airlines "bigness is 
goodness; ' advantages from advertising on a larger scale; and the fact 
that a carrier with more traffic at a given point can provide more 
services, sales and promotion at that point._/ 


-/ Recommended Decision of Examiner Park, supra , p. 30 

—/ The advantages of size have long been recognized by the Board in 
deciding merger cases. American Airlines Acquisition of Mid-Continent 
Airlines, 7 c.A.B. 365,387-89 (1946). See "balance doctrine" cases 
cited in Brief of the Department, of Justice to the Hearing Examiner. 
American-Western Merger Case, Docket 22916, p.17. 
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All of these factors create competitive advantages whether or not 
there is any difference in service to the public. in fact, very seldom 
do they include improved service to the public or greater efficiency, 
in the context of CAB price and entry regulation, the primary result of 
the advantages of size is to confer upon larger firms a degree of 
"market power" in that their actions are somewhat insulated from the 
pressure of their competitors' actions, and they have a degree of power 
over those competitors' actions. The number of trunk airlines is so 
small, and the imbalance in size distribution is such, that the Depart¬ 
ment has expressed concern at the market power which would result from 
the combination of two smaller trunks. National and Northwest. A 
for tiori , this concern also applies to the merger of larger trunklines. 

Two similar detriments from the disappearance of a competitor are 
the loss of "yardstick competition " which can arise from comparisons 
between carriers which do not directly compete,_/and the loss of a 
divergent voice in the regulatory process, and consequently a limitation 
on the number of alternative actions, viewpoints and information pre¬ 
sented to the regulatory agency for consideration^/ 


_/ Recommended Decision of Hearing Examiner Ralph L. wiser 
the Bonanza-Pacific-West Coast Merger Case, Docket 18996, 
the Board in its opinion in Order E-26625, p.4. 


, p. 11, in 
adopted by 


Jhe T au/?t tri / ° f ?°' umbia C ir oHt Court of Appeals has warned that 
the quality of regulatory decisions can be lessened if regulated firms 
the number of alternatives presented to the regulatory agency 
Northern Natural Gas Co. v. Federal Power Commission, supra , at 973. 
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The Supreme Court's decision in the El Paso Natural Gas case 
shows that a merger's impact on potential competition weighs important¬ 
ly, even in a regulated industry.-/ m the trunk airline industry, 
where entry is essentially closed to new firms, potential competition 
among existing firms on particular routes is more important than it 
would be in an industry with unregulated entry. Unlike the unregulated 
competitor, a trunk airline today can be confident that new entrants 
into its markets will not come suddenly or without warning, and per¬ 
haps more importantly, that such new entrants will come from the ranks 
of the very few existing firms whose route systems have a viable con¬ 
nection with the subject markets. 

It is frequently remarked that there are usually several applicants 
in new route award cases. It does not follow, however, that the dis¬ 
appearance of a potential competitor is necessarily unimportant. 

Because differing route characteristics make some applicants more log¬ 
ical recipients of new authority than others, and rule out some appli- 3 
cants the value of a potential competitor needs to be evaluated in 
each specific instance. 

Since I promised a few words on the comparative roles of competi¬ 
tion and regulation, I will make two brief comments on that subject. I 
will leave detailed commentary on the economics of the industry to the 
econonists, but I think it is appropriate to point out that the economic 
characteristics of the airline industry are such that the Federal Avia¬ 
tion Act s relatively heavy reliance on competition as opposed to 

_/ United States v. El Paso Natural Gas Co., 376 U.S. 651 (1964). 




regulation is quite well suited to the industry. in the recent trunk¬ 
line merger proceedings, a great deal of economic expertise has been 
brought to bear upon the economics of the airline industry, but the 
net result has been a relatively simple conclusion: within the size 
range represented by the trunk airlines, there are no economies of 
scale._/ With respect to trunk air carriers, the proposition that there 
are no economies of scale does not appear to have been subject to seri¬ 
ous dispute in the economic literature or in recent merger proceedings, 
which examined the area thoroughly. Considerably less attention has 
been paid to the question of whether there are economies of scale for 
smaller air carriers, but there are some indications that all economies 
of scale are realized by the local service carriers, and perhaps bv 
firms with only a handfull of aircraft._/ In the absence of government 
economic regulation, it appears that there would be very few barriers 
to entry other than the cost of meeting applicable safety standards. 
Consequently, the primary barrier to entry in the regulated industry is 
the requirement of a certificate of convenience and necessity. Most 
economists * who have studied the question have concluded that the in¬ 
herent economics of the industry are not such that destructive competi¬ 
tion could be expected in the absence of economic regulation, and they 


_/ See Recommended Decision of Examiner William J. Madden in the Americ¬ 
an-Western Merger Case, Appendix D, Docket 22916; Recommended Decision 
of Examiner Robert L. Park, supra . Appendix G. 

_/ Testimony of Dr. William A. Jordan,American—Western Msrger Case, CAB 
Docket 22916, Exh. No. DJ-RT-1, p.4; Testimony of Dr. George Eads, 
Northwest-National Merger Case, CAB Docket 23852, Tr. , G. Eads, The 
Local Service Airline Experiment (1972), pp. 72-74. 
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question whether there is any need for economic regulation in the 
first place. _/ 

The absence of economies of scale or other barriers to entry and 
the apparent absence of opportunities for profitable predation indicate 
that the trunk airline industry would probably be reasonably competi¬ 
tive and efficient without economic regulation. Accordingly, the usual 
merger policies applicable to nonregulated firms would appear to be 
appropriate unless economic regulation creates conditions which require 
departure from that policy. 

The impact of regulation upon concentration in the airline industry 
largely explained by the work of Bill Jordan who was here last week, is 
an important element in understanding the significance of regulation in 
that industry. Dr. Jordan's testimony for the Department of Justice in 
the American-Western case pointed out that if there were no regulation, 
there would be far less interest in airline mergers, since the asset 
the acquiring firm is most interested in is the certificate authority of 
the acquired firm. The results of his investigation of the California 
intrastate carriers during a period of virtually no economic regulation 
strike a startling contrast with the history of regulated airlines: 
none of the unregulated firms went out of business through merger, but 
the exit of carriers certificated by CAB has always been through merger. 
j.n fact, the route authority of regulated air carriers is a valuable 


_/ See sources cited by A. Kahn, The Economics of Recrulation. do. 
219-220. —- - 

_/ See Testimony of William A. Jordan, supra ? w. Jordan, Airline 

R egulation in America ; Annual Report of the Council of Economic Advisers 
February 1971, pp. 128-130. 
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asset which they would not have in the absence of regulation. it is 

not surprising that they never leave business without getting seething 
m return for this asset. 

Economic regulation in this industry, as in other "inherently 
competitive" industries appears, then, to have created a powerful 
incentive for concentration. This influence appears to have been re¬ 
inforced, moreover, by CAB's decisions with respect to entry. Although 
existing firms have been placed in competition with each other to an 
increasing degree, no new firms have joined their ranks, and with the 
elimination of firms through merger, the number of firms in the trunk 
ocal service industries has steadily declined since 1938, when 
economic regulation in its present form was instituted, we have stated 
that this "closed entry" situation must be taken into account in setting 

merger policy, and requires that the effects of the loss of a competi- 
tor must be closely scrutinized. 

in conclusion, I can summarize these remarks as follows: existing 

law places a high value on competition, and requires that airline 

mergers be approved only very cautiously- The economics of the airline 

industry are such that existing law serves the public interest reason- 
ably well. 
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It is a privilege to have this opportunity to appear 
before the M.I.T./NASA workshop in the company of the distinguished 
lecturers on your program. My reason for being here is that 
Allegheny has been involved in airline mergers. 

There was little, if any merger activity in the six 
years following the United/Capital merger in 1961. But it has 
been a very active period in the past five years. Since 1967, 
there have been six mergers approved by the CAB: 

Frontier/Central - now Frontier 
Bonanza/West Coast/Pacific - now Hughes Air West 
Allegheny/Lake Central — now Allegheny 
American/Trans Caribbean - now American 
Allegheny/Mohawk - now Allegheny 
Delta/Northeast - successor to Northwest/Northeast 
geven airlines ha ve disappeared in the process . If the pending 





American/Western and Northwest/National mergers are approved, 
two more carriers Will go into history. 

As of today there are eleven trunklines - soon to be 
ten - or perhaps only eight. 

And there are eight local service or regional carriers . 

What causes this periodic tendency for industry 
restructuring through merger? In its simplest terms, it is the 
opportunity to expand ones marketing area and increase productivity 
by a quantum amount without the necessity of following the arduous, 
tortuous path required to obtain certificates of public convenience 
and necessity under section 401 of the Federal Aviation Act. 

Routes - this is the why of mergers - combined with 
one other critical ingredient: a willing partner to the agreement. 
With the exception of the currently pending American/Western and 
Northwest/National agreements, all significant mergers have 
involved a relatively strong carrier and a relatively weak 
carrier in financial difficulty. In the latter case, one might 
question whether the partner was truly "willing” since the 
marriage could more aptly be characterized as a "shotgun affair" 
dictated by the financial facts of life. Yet in most instances, 
the merger partners have had a strong affinity for each other 
because of the complimentary nature of their route structures. 
Certainly this has been the case in the two Allegheny mergers 
since 1968 - Lake Central and Mohawk. 
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Allegheny’s growth from a small carrier to the 6th 
domestic carrier as measured by passenger boardings is 
the product of several factors: 

1) its location in the most populated section of 
the U. S. 

2) an aggressive, continuing effort to expand to 
profitable markets via the certification route 
under section 401 

3) a program to harness the traffic potential of 
smaller cities through use of the ’’Allegheny 
Commuter” concept 

4) . expansion through merger 

5) a financial program to support continuous, 
rapid growth 

In the limited time available, I will comment on the 
role mergers have played in Allegheny's development, and some 
of the significant problem areas associated with mergers. 

I. B ACKGROUND OF ALLEGHENY'S MERGERS WITH LAKE CENTRAL AND MOHAWK 

In the early 1960's, Allegheny began thinking in 
terms of its long-range future. At that time our system had 
severe limitations - the Middle Atlantic States, with Boston 
and Washington, D. C. on the east, and Pittsburgh, Cleveland 
and Detroit on the west. A rather restricted area for a jet 
age route system, further complicated by route restrictions 
prohibiting competition with trunklines. 
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We developed a program to obtain new routes from 
the CAB.' We also made a study of what mergers might do for 
Allegheny. We looked at the potential of the Mohawk , Piedmont 
and Lake Central systems. Lake Central made the best choice 
for several reasons: 

1) its routes to the west of Allegheny's system 
would give Allegheny access to several major 
cities - Chicago, St. Louis, Indianapolis, 

Dayton, Louisville, Cincinnati and Columbus 

2) Lake Central and Allegheny had c ommon cities 
at Washington, D. C., Baltimore, Buffalo, 

Detroit, Cleveland and Pittsburgh 

3) Lake Central's management had concluded that 
Lake Central's financial future was shaky and 
was willing to consider a merger 

4) Allegheny was more than twice the size of 
Lake Central, thus assuring that Allegheny's 
personnel policies and collective bargaining 
agreements would prevail 

In the Mohawk situation, there were some like factors 
.to the Lake Central situation: 

1) Mohawk would give Allegheny assess to Minneapolis, 
Rochester, Syracuse and Montreal 

2) 19 cities were common to both carriers including 
such important points as Boston, Hartford, 
Providence, flew York, Albany, Philadelphia, 
Washington, D. C., Pittsburgh, Buffalo, Toronto, 
Cleveland, Detroit and Chicago 
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3) Allegheny was about twice the size of Mohawk. 

There were, however, some major differences bet ween th* 
Lake Central and Mohawk situations : 

1) Mohawk had obtained nonstop rights in most of 
its markets within the system, such as New York 
to Rochester/Buffalo, Cleveland to Albany/Hartford, 
and Buffalo-Boston. By contrast, Lake Central 
in 1968 had a highly restricted route system 
requiring intermediate stops between most of its 
larger cities. To develop Lake Central's market 
potential required an aggressive program seeking 
CAB approval for nonstop rights in such markets 
as Chicago—Pittsburgh, Indianapolis—New York and 
St. Louls-Pittsburgh in order to develop the 
flow potential of the merged Allegheny/Lake Central 
system. We were fortunate that our program co¬ 
incided with a positive policy of route strengthening 
at the CAB, prior to the recession of 1970. We 
were successful in large part, except for 
opening up Philadelphia . Also, we were dealing 
with monopoly markets (except for Pittsburgh- 
Chicago). Thus we could not reaily integrate 
the Allegheny-Lake Central systems for about 18 
months after the merger. 

Within six weeks of merger with Mohawk, Allegheny was 
in a position to schedule through flights between the Allegheny 
and Mohawk systems, on an economical basis, because of the \ 








I 


1 


-c- 




M 

<0 


oompatablllty of routes at the common terminals of Buffalo, 
Cleveland and Detroit - wi thout asking for new CAB authori ty 

2 ) ■«,.* was serl o -sfv in default on its $78 mill jon 

of senior and subordinated debt, aircraft leases, 
as well as delinquent in accounts payable. It 
was, frankly, on the verge of bankruptcy. It 
had suffered a five month pilot strike. At the 
end of the 1st quarter of 1972, it had about $18 
million due but unpaid on loans and leases. 

Mohawk's net stockholder equity had dropped from 
$16 million in 1966 to minus $8 in 1971 - a $24 

million swing. 
vne take Central si tuktion_fl 11 Rn Y a3SU ^ 

of ..ake c -—outstanding deb^oblisations. 

Not so in the Mohawk situation. It was necessary 

fur the long term subo^lnated^reditors to accept the fact 

4 - ™„id not be assumed by Allegheny. Thus 
that their investment could 

. nrnvided for an exchange of Allegheny 
the merger agreement provided 

. . ,l u'nrrants for $28 million of 

convertible preferred stock with warrants 

Mohawk subordinated notes and debentures. 

In addition, — —* senior debt had to agree to 

(a, a moratorium of all principal and interest payments until 

merger completion; (b) refunding of the debt as part of 

Allegheny's senior indebtedness and compatible with the merged 

corporation's debt servicing ability based upon profit and loss 

and cash flow projections for the combined operations. 


o 







-7- 


Allegheny '9 senior debt also had to accept some modifications, 
in the form of a rescheduling of a small portion of principal 

pa yments. 

3 ) The accounting treatment was quite different. 

The Lake Central merger was handled as a 
"pooling of assets", which meant that all of 
Lake Central's assets and liabilities were 
included in a consolidated balance sheet. 

Thus, Allegheny accepted the book va lues of 
the Lake Central aircraft fleet with out adjust¬ 
ment . One of the negative aspects of the Lake 
Central merger had been the restricted utility 
of the 25-passenger NORD 262 aircraft, 12 in 
all, which Lake Central had purchased in 1965. 

Allegheny retired these aircraft in 1969, 
along with Allegheny's F-27 fleet - and at 
that time wrote down the net investment in these 
aircraft by $4.3 million, which was charged 
against earnings. 

Allegheny desired to protect again st a s imiliar situati on 
in the Mohawk merger as it relat e d to Mohawk's fleet of 17 FH-227 
propeller aircraft . We had concluded that the useful life of 
the FH-227 was limited in the post-merger period because of 
economics, and would be the first aircraft type to be phased 
out post-merger. Accordingly, as a condition to the effective¬ 
ness of the merger, Mohawk was required to write-down the investment 

in FH-227's by at least $9.4 million. 
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In addition, Allegheny was paying approximately $6.3 
million as route acquisition costs ,- which are to be amortized 
over a 40-year period. 

Thus Allegheny was required to account for the merger 
as a purchase . 

I would like to comment on a few related aspects 
of mergers: 

1) Management - If one thing is clear it is that 
there can be only one surviving top management . 

It is not practical to expect two carriers to 
meld their senior management on an equal basis. 

In both of our mergers, Allegheny management 
has remained, with relatively few additions 
from Lake Central or M»hawk. One need only 
recall the debacle at Air West created with 
three equal partners trying to run the merged 
operation until rescued by Howard Hughes. At 

t 

the Board of Directors level, Allegheny took 
five of Mohawk's 12 directors. 


Route acquisition costs - amount of all Mohawk obligations 
assumed by Allegheny, plus the value of the common stock, 
stock purchase warrants, value of preferred stock and stock 
purchase warrants issued, less the fair value of the assets 
acquired from Mohawk at merger date. 


1/ 
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Yet at the same time while the sword of 
Damocles hangs over the heads of the carrier 
being absorbed, their management must be kept 
reasonably intact to run the airline - a 
delicate situation. Mohawk did lose some 
officers while the case was at the CAB. 

2) Personnel - The ultimate success of a merger 
is very much dependent on the rank and file 
employee groups merging in the fullest sense 
of the word. Pilots, mechanics, hostesses and 
ground services personnel are called upon to 
accept strangers as equals. This means 
seniority integration on a fair and equal basis, 
and a host of other considerations affecting 
individuals such as shift assignments, days off, 
and so on. 

The CAB has an elaborate set of conditions 
attached to merger approvals. These labor 
protective provisions are designed to minimize 
the impact of mergers on employees and to 
provide for dismissal and displacement allowances 
and real estate protection. 

Allegheny has had a minimum of difficulty with 
its personnel. Prior to the merger, pilots, 
mechanics, hostesses, ground services and 
reservation personnel of both companies had all 
agreed on seniority integration. As a matter of 
fact, pilot training commenced eleven weeks prior 


- 10 - 


to the merger. 

For the groups organized under collective . 
bargaining agreements, Allegheny's contracts 
were the surviving agreements. A challenge in 
the federal courts to this position was made by 
the Teamsters in the Lake Central merger. The 
Teamsters represented the mechanics at Lake 
Central, and IAM represented the Allegheny 
personnel. The federal court rejected the 
challenge, upholding the right of the majority 
group to have its labor agreement survive and 
supercede the agreement of the minority group. 

Likewise, in a situation where Lake Central s 
ground personnel were organized and Allegheny’s 
were not, we successfully upheld the position 
that Lake Central's labor agreement could not be 
imposed on the unorganized Allegheny personnel. 

The Railway Labor Act, which governs collective 
bargaining in the air transport industry, 
requires that representation be on the basis of 
the wishes of a majority of the craft and class. 
Unlike the situation under the National Labor 
Relations Act, minority unions are not recognized. 
Consequently, Allegheny’s employees group, which 
had chosen to remain unorganized could not have 
the representation of Lake Central s union 


imposed upon it. 
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In the Allegheny/Mohawk merger, we had a 
rather unique situation, where ground serviced 
and reservations o? both carriers were not 
organized. To meet the Labor Protective Provision 
requirement of fair and equitable seniority 
integration, we established a procedure for the 
agents of each company to select their own 
representatives for purposes of negotiating an 
agreement. Little did we realize the long, drawn- 
out negotiations which were to follow. Some of 
the Allegheny personnel were initially inclined 
toward the position that since Mohawk was in 
trouble, and Allegheny was the surviving carrier, 
Mohawk personnel should not be given full credit 
for their Mohawk employment time. One position 
was that the Mohawk people should go to the 
bottom of the seniority list, particularly at 
the common stations, and be the first la id-off. 
Because of my position as the senior Allegheny 
officer responsible for customer service functions, 
I found it necessary to hold meetings at several 
of our large stations, such as Boston, where 
both carriers operated, to respond and explain 
what was required. After several weeks of 
meetings, the agent representatives finally reached 
a fair and equitable agreement - and it has proven 
so in actual experience. It was significant that 
former Lake Central personnel were very helpful 
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in bringing about this agreement. 

Allegheny personnel have an ou tstanding 
record in achieving harmonious employee 
integration in both the Lake Central and Mohawk 
mergers . A large part of the credit also goes 
to Lake Central and Mohawk employees. It is in 
sharp contrast to the employee frictions which 
have arisen in most other mergers, and most 
recently in the American/Western and Northwest/ 
National mergers , which have been marked by out¬ 
right opposition including lawsuits brought by 
certain employee groups. Based on the record so 
far in those two cases, it is fair to predict a 
lengthy period of unstable labor relations at 
both companies should the mergers be approved. 

3) Merging the Operations 

While all the esoteric planning was going 
forward to achieve approval by the CAB, the 
President, stockholders and financial groups, 
those who are charged with the day to day 
operation of the airline were moving along at an 
accelerated pace. Following the merger agreement 
in April, 1977, Allegheny established an internal 
committee called the "Operations Department Merger 
Committee" to oversee the nuts and bolts aspects 
of the merger. Target date for accomplishing the 
merger was 9 months - February 1, 1972. That period 
was utilized to establish the post-merger systems, 
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manuals, training programs, marketing concept 
faculties planning, ^rsonnel programs, and a 
hundred other critical policies. Again, to 
assure a relatively stable operation, In most 
cases Allegheny's procedures were utilized, to 
avoid confusion and the necessity of resolving 
close issues. 

What happened after April 6, 1972, when the CAB and 
the President approved the Allegheny/Mohawk merger? 


- five days later, the Boards of Directors met to 
take final action approving the merger 

- the next day, April 12th, we legally merged 

- six weeks later - June 1st, all five Mohawk crew 
bases had been consolidated with Allegheny s three 
bases at Boston, Pittsburgh and Washington, D. C., 
all FH-227 aircraft had been retired from scheduled 
service, four additional BAC-1U aircraft had been 
added to the fleet, and a new schedule marrying 

the two systems was being flown 
- the month of June saw 870,000 passengers board 
Allegheny - and producing a very profitable 


operation 


I shall conclude these remarks with a personal 
observation: the ability to merge air carriers under the 

provisions of the Federal Aviation Act contributes to the 


elopment of a sound air transport system. It does this by 
milling the replacement of weak links with stronger, and 
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without government being the originating force. The government 
. • 
can react to but not sponsor mergers. After all, there is 

nothing sacred about the grandfather carriers - they "happened". 

The same can be said of tie original local service carrier 

certifications. Under our private enterprise concepts, there 

is more good than bad in the ability of individuals to explore 

and propose those changes which the government regulators 

should consider in developing a dynamic transport system for 

the future. 


* ♦ * 
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July 21, 1972 


International Air Transport Policy 
Charles Butler/CAB 

in international matters, the Civil Aeronautics Board gives 
advice and assists the State Department in negotiating. 

Mr. Butler will discuss the Board's policies and guidelines and, 
in particular, how they relate to the President's Policy State¬ 
ment and its interpretation by the DOT. 


In the time afforded me, I would like to tourch briefly 
on a few points concerning international air transportation, and 
thereupon, try to answer any questions you may have for me. 

2 . i first like to observe that the business of international 
air transportation in the world at large reflects the policies 
and approaches of many governments. Each has its own views on 
how the flag air services should be instrumented, the purposes 
to be served, the amount of competition desired or permitted, and 
the degree of governmental involvement in the business. The 
United States has one view of the matter, the Europeans have their 
view, and the Latin Americans have another, and in-between come 
the smaller countries that may not have their own airline but do 
provide important tourism destinations. The varied promotional 
and regulatory environment described makes the business of 
international air transportation both predictable and non-predict- 
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able, depending on how one wanted to read the situation. 

3. The political environment for international air 
transportation insofar as it concerns the United States alone is 
shaped by the roles of the Civil Aeronautics Board (CAB), a part 
of the Legislative Branch, and of the Executive Branch. The CAB 
is, by law, responsible for the economic regulation of the nation's 
air transport industry including the domestic and international 
sectors. In this capacity, it grants certificates of convenience 
and necessity to U.S. air carriers for domestic and international 
operations and licenses to foreign air carriers for operations to 
the United States, among other economic functions. The Board also 
has a statutory mandate to promote the air transport industry, not 
just to regulate it. in my mind, the Board's mission to both 0 

promote and regulate has not compromised one function at the expense 
of the other, but rather it has served the nation well, judging by 

the record. 

4. The grant of certificates to U.S. air carriers for inter¬ 
national operations and of licenses to foreign air carriers for 
operations to the United States has to be approved by the 
President. In economic proceedings of the Board, the Department of 
Transportation (DOT), and any agency or person, are privileged to 
present their views to the Board. While the Act is not altogether 
specific on agency roles, there is an obvious rationale for a 

o 
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Presidential responsibility in matters affecting our relations 
with other countries. It is equally desirable to have the views 
of the DOT and others in aviation proceedings in the interest of 
overall transport planning and policy guidance. Otherwise 
considered, there is also purpose in the Congress' desire Lo 
entrust strictly economic regulatory responsiblities to an 
independent agency, namely, the Civil Aeronautics Board. 

5. Turning to substantive economic matters, I made my view 
known recently on how we should go about trading aviation rights 
with other countries. It was essentially the Yankee idea that 
you get dollar for dollar, that you trade fair value for fair 
value. It is an equation which calls for balanced economic trade 
between the United States and the other country. If this has not 
always been the kind of economic position that the United States 
has adopted, it was the kind of position that we could ill afford 
not to adopt. We have unquestionably been too liberal or not very 
careful in some of our aviation trade dealings with other 
countries, giving too much for value received. We have bought to 
too much in other instances, with the result that we have traded 
away what we did not have to. Whatever the explanation — U.S. 
benevolence, etc. — our aviation trade imbalances with other 
countries cannot be permitted to stand. 
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6. Belatedly, we have become very 
the trade terms of bilateral air transport agreements which put 
the United States at a decided trade disadvantage. Mr. Binder 
referred to one situation where something concrete has been 
proposed and something is being done about it. That is the Irish 
situation ... a very old matter, I hasten to add. For 25 years, 
we have tried to negotiate our way into Dublin without success. 

Air Lingus, the designated Irish trans-Atlantic carrier, serves 
Boston, Chicago, and New York in the United States and Dublin in 
Ireland. Our carriers serve Shannon, but not Dublin, which in 
our view gives the Irish carrier a competitive advantage. Air 
Lingus has been enjoying a 4 to 1 revenue advantage in the U.S.- 
Ireland market over our two U.S. carriers in the market, namely, 
PAA and TWA. Under a Board order which was issued this summer, 
and which has now been stayed by the White House for the balance 
of the year, the right of Air Lingus to serve New York would be 
cancelled. It will continue to have the right to serve Boston 

and Chicago. 

7. The United States has requested capacity talks with the 
Netherlands. Our figures show that the Dutch have been carrying 
approximately 60 per cent over their own homeland traffic between 


the United States and The Netherlands. The Netherlands has been 
simply acting as a traffic gathering or funnelling point, and as 
an "artificial" stopover point. Relevantly, the Amsterdam Chamber 
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of Commerce provides a cost-free day in Amsterdam to any passenger 
who wants to stop over there. A passenger who otherwise would be 
a transiting passenger becomes under the circumstances a stopover 
passenger, with the further result that the origin traffic which 
can be claimed is inflated. 

7A. in terms of a strictly U.S.- Netherlands air passenger 
market, the 12 weekly frequencies operated by KLM between Chicago 
and Amsterdam cannot be justified in terms of the traffic that the 
Netherlands if capable of generating. There is one U.S. air 
carrier flying out of Chicago to Europe, compared to 10 foreign 
air carrier flying out of Chicago to Europe, compared to 10 
foreign air carriers serving Chicago, but this fact doesn't alter 
the picture. The one U.S. air carrier has one nonstop a day, and 
that goes to London. The artificial stopover is just an added 
factor in the problem. The capacity talks with the Netherlands 

are slated to take place in the fall. 

8 . We are currently faced with a capacity problem involving 

another European country, specifically, the United Kingdom. 
Relevantly, the British Government recently issued an order 
disapproving National Airlines' increase in capacity in its 
service between Miami and London from four 747 and three DC-8 
frequencies weekly to a daily 747 service. In retaliation, the 
United States issued an order against BOAC, the British carrier 
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serving the London-Miami market, requiring it to file schedules 
with the Board for approval. This action was pursuant to Part 213 
of the Board's Economic Regulations, which came into effect in 
1970. The regulation has been used by the United States, so far, 
against Australian, Argentine, and Spanish carriers, and now 

against BOAC. 

9. The British action against National Airlines is incon¬ 
sistent with the spirit and letter of the bilateral air transport 
agreement signed by the two countries at Bermuda in 1946. That 
agreement was the first to reflect what has become known as the 
Bermuda capacity principles and what has become an integral part 
of all the agreements we have signed since. In essence, these 
principles describe the discretion of airline management to 
schedule the capacity it deems necessary in the light of its 
market judgment. If after a reasonable period of time, the other 
party to the agreement believes the new capacity is excessive, it 
may ask for consultations leading to a capacity adjustment, but 
only after the market has first been allowed to test itself. In 
our current view, the British action against National Airlines is 
contrary to the terms of the agreement, and if it is allowed to 
stand, it would invite other countries to similarly move upon 


U.S. carrier operations. 



10. In the overall United States-Europe air passenger 
market — including scheduled and non-scheduled/charter movements — 
we originate two-thirds of the traffic moving in the market. This 
figure has prevailed for a long time, in spite of the various 
efforts made to increase the flow of foreign visitors to the 
United States. Apart from this fact, our carriers are hauling 
only about 45 per cent of the total traffic in the market, a 
situation which has existed for the past several years. We were 
a little worse off in the early I960's when in one year U.S. 
carriers carried only 35 per cent of the North Atlantic market, so 
that there has been some improvement over time. The situation 
describes, on the other hand, a continuing source of balance of 
payments problem and corresponding need to do something about it 

as the aviation negotiation table. 

11. The Deputy Assistant Secretary of State for Economic 
Affairs stated in a recent speech in Washington that the United 
States must take into account the origin of traffic and the balance 
of payments impact in granting and exchanging air rights with 
other countries. I agree with him. The economic equation to be 
struck must go beyond a simple exchange of routes and a calcula¬ 
tion of estimated U.S. carrier revenue. It must consider the 
volume of traffic that can be realistically generated by the other 
country and enjoyed by our carriers. The United States is dealt 
a heavy economic blow if the spending by travellers in the market 
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is all one way, that is, the other country gets all or most of 
the transportation revenue and visitor spending, and we have 

only served to supply the travellers. 

12. By way of concluding my remarks, I'd like to focus 

briefly on the place of the charter, or supplemental, air carrier 
in the marketplace. 

13. That the charter air carrier has a place in the sun 
goes without saying. This observation is easily conveyed by 
traffic statistics for the U.S. - Europe air passenger market. In 
1963, a total of 2.5 million passengers were transported in either 
direction by commercial air carriers across the North Atlantic, 
including scheduled passengers and a small number of charter 
passengers. In 1970, the total stood at 8.5 million, including 
nearly 2.5 million charter passengers or about 25 per cent of the 
total. Put another way, in just seven years, the number of 
charter passengers in the North Atlantic market has grown to the 
point where in 1970 it equalled the combined total of scheduled 
and charter passengers carried in 1963. These statistics also 
serve to convey, I believe, the observation that the volume of 
scheduled traffic in the market has also expanded rapidly in the 
same period. 

14. Charter travel with particular reference to ITC s 
inclusive tour charters — have experienced a tremendous growth 
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in the intra-European air passenger market. Literally millions 
of people "charter” from northern European cities to the sunny 
resort areas in Spain, the Mediterranean, and North Africa. The 
development of the intra-European ITC market is the product of 
the last ten or so years. When it began, there was little or 
no scheduled air services connecting the cities in the north of 
Europe and the resorts in the south of Europe. The European air 
charter industry went to work and produced a service and not a 
need where none existed previously, with obvious success. It 
did not have to contend with a scheduled air transport industry, 
and that obviously solved or obviated a problem, depending on the 
way you look at it. This is a very different picture from the 
development of charter travel between the United States and Europe 
where there was a going, scheduled industry in the market, 
established for many years. 

15. The rapid growth in charter travel in the U.S. - Europe 
and intra-European air passenger markets is recognition of a 
strong public demand for low-cost vacation air travel. It is a 
demand which stated in another way is very price sensitive. It 
is also recognition of the willingness of potential travellers 

i 

to pool their travel plans with others, that is, leave, travel, 
and return together. Otherwise described, we are talking about 
the bulk, group, or mass market ... however you want to call it. 
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We are also talking about the continuing growth of the pleasure 
travel market which is rapidly overtaking the business travel 
market as the main source of business for the carriers, and which 
we can expect to increase to dominant proportions in all inter¬ 
national markets in the years ahead. It is already dominant in 
some markets, as may have been indicated. 

16. The position of the Board on the value of charter 
services is well known, I believe. In a recent pronouncement on 
the subject, it had this to say: 

" The Board is convinced that the time has come 
to recognize new concepts of charter air trans¬ 
portation, and that charter regulations should be 
framed in a manner which will promote rather than 
inhibit the public demand for bulk air transportation. 

These words were expressed by the Board in its Order, 72-6-91, of 
21 June 1972, in which it disapproved IATA Resolution 045 governing 

passenger charters. 

17. The Statement on international Air Transportation Policy, 
made by the President in June 1970, calls upon this country to 
reach intergovernmental agreements with other countries with the 
objective of providing a stable political platform for inter¬ 
national charter operations. As matters now stand, scheduled air 
services are covered by bilateral air transport agreements, but 
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the right to operate non-scheduled/charter air services is 
granted on a strictly unilateral basis. As a practical consequence, 
international charter operations are for the most part subject to 
a wide range of unilaterally imposed restrictions. The President's 
Policy Statement left open the question whether the intergovern¬ 
mental agreements covering charter operations should be sought on 

a bilateral or multilateral basis. 

18. The position of the Board is that the bilateral road is 

the most practical or realistic course of action to follow. We 
have participated with other agencies in the development of a 
model of a bilateral air charter agreement. Representatives of 
the Department of State and the Board have held talks with a few 
countries about signing a charter bilateral, but with inconclusive 

results. The "selling" effort continues. 

19. The charter part of the policy Statement speaks of the 
necessity of taking steps to prevent impairment of scheduled and 
of charter services. In this regard, there seems to be a 
difference of opinion between the Department of Transportation 
and the Board on just how we should go about determining or 
anticipating impairment. The view of the Board is that you cannot 
determine on a a priori basis how many people will be available 
for travel on scheduled services. I side with the Board in 
believing that the market place is the best judge of the number 
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of people needing scheduled services. Apart from saying this, 
let me say that I don't really know what is defined by the word 
••impairment" or at what point either type of service is allegedly 
impaired. Or what shouldn't be impaired. The Policy statement 
furnishes only a pragmatic suggestion as to what constitutes 

impairment. 

20. At such time as someone — a carrier, that is feels 
••impaired" or thinks he will be, the Board is ready to listen 
to both sides of the argument. Many issues and factors would 
have to be considered ... the kinds of fares in the market, the 
ability of the management of the airline, the policies of the 
other country ... some quantitative in nature, others qualitative, 
in one sense, the subject of impairment is not new, but it is one 
that the Board has had to consider in almost every decision it 
has had to make over the many past years. The point to be made 
perhaps is that there are few decisions — in government, at any 

rate _ which can be reached on a strictly mathematical or 

numbers basis. But, let me also quickly say that the Board has 
an open mind on the subject, and would be very receptive to any 
model planning appraoch that would facilitate its tasks. 

20A. As a practical matter, however, we are obliged for the 
most part to utilize an incremental approach to our problem- 
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solving and decision-making needs, checking our heading at each 
step of the way and going on from there, with the hope that we 
end up where a realistic, comprehensive, long-range planning 
capability would take us, if we contemporarily had that kind of 

capability. 

21. Returning to the case at hand, I don't think that we 
can determine on a regular basis what proportion of the market 
ought to be reserved for international scheduled air services. 

This is the position I have taken at the Board and that is the 
position given by the Board's General Counsel at recent 
Congressional hearings. I think that the issues involved are 
too complex and far-reaching and in the final analysis we must 
reach our decisions on the basis of reasoned judgments in large 
part. Any impairment formula could easily lead us into a system 
of market allocations, and that certainly would not afford a 
basis for healthy market growth. I might say here in passing 
that this is one reason the Board has not chosen to participate 
with the Department of State and the Department of Transportation 
in charter talks with the European Civil Aviation Conference 
(ECAC). The direction of such talks could only take us towards 
a plan for allocating the market, rather than a plan for developing 

it. 
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22. What both the charter, or supplemental, air carriers 
and the scheduled air carriers must face up to is, the continued 
need to promote their product — to sell their service — to 
innovate, to create opportunity. I don’t suggest that merchandis¬ 
ing in a highly competitive market is easy, but I do suggest that 
without imagination and innovation and work in the marketplace, 
the results do not favor the public in terms of low-cost trans¬ 
portation and efficient allocation of resources nor do they favor 
the carriers. I am not suggesting a laissez-faire market climate 
rather I am suggesting that there would be nothing in it for 
anyone if we simply rested our oars and waited for the market to 

come our way. 

23. This concludes my presentation. 

24. Are there any questions. 


Question - Should the use of U.S. manufactured airplanes by 
foreign carriers be considered when negotiating 
bilateral agreements? 

Answer - No. They purchased the U.S. aricraft because it was the 
best aircraft and they got fair value in that exchange. 
They got a good economic aircraft. It doesn't become 
part of the operation of the bilateral agreement. On 
the other hand, the U.S. passenger who is going out 
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and spending his money overseas is a different matter. 

For example, if the foreign carriers are carrying 54% 
of the traffic, that is a negative flow of gold for the 

U.S. 

Did you say KLM flies 12 times a week from Chicago to 

Amsterdam? 

That's right. 

Does a U.S. carrier have the rights from Chicago to 
Amsterdam? 

We have the rights from any point in the U.S. to 
Amsterdam. Generally, the way we describe the routes 
is from the U.S. to the point in the foreign country 
and, if we can negotiate it, to a point beyond. We also 
try to obtain intermediate points if we can do it. The 
Dutch have rights in New York and Chicago, I don't 
think they have Boston, but they have rights into Miami 

out of Netherlands Antilles. 

• _-.y--w.-i py service out of Chicago to 

- Is there any American carrier servxi-c 

Amsterdam right now? 

- There is no American carrier service anywhere except to 
London, and that's one flight a day during the summer 

time. 


Out of Chicago? 


Yes. There are 10 foreign carriers serving Chicago. 

Is that because we don't serve them or have we refused 

to serve them? 

U.s. carriers have chosen not to serve. Now, I'm not 
suggesting that the KLM-Chicago service is out of line. 
I'm suggesting that one U.S. carrier operates from 
Chicago to Europe nonstop and there are ten foreign 
airlines out of Chicago to Europe - most of it a daily 
service. ILM has 12 flights a week. Under the 
principals of the bilateral agreement,we have to ask 
whether those flights are being scheduled to handle 
U.S. - Netherlands traffic? 

Don't any of those KLM flights stop in London? 

No. 

They are all nonstop? 

Yes, they're all nonstop. KLM had to give up their 
rights to intermediate points in order to get Chicago. 
Could I ask what the detriment is to the United States 
of carrier competitiveness in actually scheduling 
flights for passengers who are going to go from country 
A to country B, and then on to country C? 

■ Well, generally speaking, it will have an unfavorable 
competitive effect on the efforts of the U.S. carriers 
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to provide service to country C. For example, if a 
U.S. carrier flies one plane from the U.S. to Greece, 
nonstop, and KLM offers one plane, one-stop service 
via Amsterdam between the U.S. and Greece and offers 
a free day in Amsterdam, as I mentioned before there 
is bound to be a sloughing-off of the traffic from the 
direct services between Greece and the U.S. 

- Isn't KLM going to be able to resurrect all these ser¬ 
vices that foreign carriers have got in past agreements 

from the U.S.? 

- Not necessarily, I don't think. We paid the price for 
multiple designations in most of our agreements. KLM 
and the Netherlands have done very well in their 
transport agreement with the U.S. They have access to 
New York and Chicago. The Belgians would also tell 
you that the Dutch have done very well in their 
relations with the U.S. They are trying to do the 

same thing. 

- What does KLM offer to induce passengers to fly KLM? 
It's just a competitive service. It's just the same 
service, the same kind of airplane, it may be the same 
number of stewardesses, but it may be a different 
uniform. It's the same price for carriers. 
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DO you mean there are more Americans traveling on KIW? 
Many foreign nationale prefer to fly their own national 
airline. The Irish like to fly Irish Airlines; the 
Japanese like to fly on Japan Airlines; Americans, 
however, like to fly on foreign airlines. 

Don't the Japanese get a discount on their own airlines? 
I'm not sure. Not legally, they don’t. 

Do they get a discount in their own country? 

Well, if they do, it's not legal. I know that this 
happens in a lot of countries. To get out of Prague, 
unless you fly with CSA you pay 100% more. To fly out 
on a O.S. carrier, if you're a Czech citizen you have 
a 100% exit tax. You don't pay that if you fly °" CSA 
but you do pay it if you fly Pan Am. 

What would it take to suspend or cancel flights from 
or to theu.s.? In other words, does your Department 
have the power to cancel flights, or does it have to 
be a Board action? Take the Irish situation, for 

example. 

It is a Board action and involves two-step action. 
First, the U.S. under the terms of the bilateral agree¬ 
ment gives notice of renunciation of part of the 
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bilateral agreement. That takes one year to run. 

A year ago in August the U.S. gave Ireland a notice 
to terminate part of the air transport agreement 
which gave them the rights to New York. The Depart¬ 
ment of State gave that notice. Then the CAB started 
a proceeding based on a show cause order as to why 
the Irish Airlines' rights to New York should not be 
withdrawn. The examiner has now recommended his 
decision and the Board has the case before it and will 
make its recommendation to the President for his final 
disposition. The rights were granted to the Irish 
by the Board pursuant to the air transport agreement. 
If the basic agreement is altered so that the rights 
to New York are no longer there, the Board will then 
take the steps to review whether the permission it 
granted pursuant to the agreement should not be 
withdrawn. 

q. - Is this a one year lag then? 

- It can take 12 months and any agreement or part of an 

agreement can be denounced. 

q. _ What kind of a response do you have for cases like the 

British action against National? 
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We have a regulation called Part 213. We can require 
that schedules be filed for approval. Generally 
speaking, this is reserved as a means of retaliation. 
Where the United States carrier has had its operation 
restricted by a foreign government unilaterally, then 
the U.S. under Part 213 of the Board’s regulations 
can issue an order requiring the carrier to file 
schedules for approval within 30 days. For example, 
with the Australians, the CAB refused to let them 
schedule their services of the 747's to the U.S. They 
had just taken delivery of the plane but couldn't 
schedule it to the U.S. There was the plane sitting 
there and they did not know what to do with it. That 
was rather effective from our standpoint. 

- So you do have a quick response mechanism? 

- Yes. I was in London on the first of July talking 
with the British about this problem of National Airlines 
Ten days later the Board came out with the first part 
of the order requiring BOAC to file schedules. The 
second shoe has yet to be dropped on what and what not 
might be approved. 

- National had very little time to comply? 
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They had a few days, to comply. 

The British order was to be effective on the 26th of 
June, was issued on the 19th, I think, and it required 
National to move down from a daily 747 to 4 days a week 
with a 747, and 3 days a week with a DC-8. Now, when 
we got in London on the 30th of June, Friday afternoon, 
we asked the British if they would at least suspend the 
application of the order until over the weekend because 
National was going to have to turn passengers away, 
in other words, they had booked more passengers than a 
DC-8 can handle. The British refused. The first night 
that the order went into effect National operated the 
Dc- 8 and had to turn 60 passengers over to BOAC. The 
next night out of Miami, National had to turn over 100 
passengers to BOAC because they couldn't accommodate 
those passengers already booked on National because the 
requirements reduced the size of the airplane. One of 
the figures we showed the British indicated that in 
June only 4 days out of the whole month could National 
have accommodated the passengers they actually carried 
on the narrow bodied aircraft. The other 26 days of 
the month they required something larger than the 
regular DC-8, the only other plane they had, to handle 
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the passengers. 


But this hasn't made any difference. 


I think the British are a little irked that National 
wouldn't accept the proposal by BOAC to pool on Miami- 
London and split the frequencies. National could have 
four 747's and BOAC would have three. They would 
have daily 747 service to London and everybody would 
be ahppy and there would be competitive equity. 

National declined the offer and said they were going 
to take a chance with going daily. National had a 90% 
increase in passengers over the previous year in the 
month of June. The load factor was 46%, not high, but 
when you have a 160% increase in capacity, a 46% load 
factor is good. In a 4,000 mile flight, a 35% load 
factor is about break-even, so they are not losing 
money. It is not an uneconomic operation. The facts 
show that BOAC's 707 operation can do as well against 
National's 747's. The place where BOAC broke down was, 
they were flying their 747's empty when they ran head 
to head with National. They just couldn’t go with the 

747's. 

- I would like to clarify a point that was made earlier. 

I would think that the Bermuda Agreement is a most 
misunderstood overworked agreement. Would you say that 
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this fact alone vould justify any action by your 
agency? Is that a reason by itself for you to take 
any action you want to? 

- i don’t think that it would be by itself. It would 
probably be part of a number of factors that would 
influence this particular decision. In trying to 
evaluate routes, you put down a number of factors that 
make up an economic exchange of routes. The number of 
passengers flying the route, the number of points that 
you get, and the markets that have been made available 
to you. But what has been suggested is that we have 
to crank in the idea of the benefits that are flowing 
to that foreign country not only from the number of 
passengers being made available which is normal, but in 
addition, the amount cf outflow into that country of 
U.S. dollars because of the tourism. I agree with that. 
The tourism account in the U.S. is dreadful as far 
as balance of payments are concerned. We’ve got a 
National Tourism Resources Review Commission that's 
been working for a couple of years now trying to come 
up with some answers to how we redress the imbalance in 
the tourism account. And, as I understand it, they ve 
come against a blank wall — as everybody has. 
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- A point of view, and I would like to clarify it, the 
Board's view and your expression of it is that you 
can't determine these bench-marks on charters and 
scheduled services ahead of time and I heard you say 
that the market should be allowed to work this out. 

How do you relate that general position to the kind 
of charter regulation that the Board has or would adopt? 
How much constraint can you put on the operation of 

the market if given that approach? 

- I’m glad you asked that because that's a point I missed. 

The Board feels that as a regulatory body it is 
essential to proceed step by step. If you look over 
the history you will see a gradual liberalization of 
Board policies and Board regulations as far as charters 
are concerned. It has been a step by step process. I 
think that because we are unable to judge the potential 
impact of a given Board action, it is essential to 
take a step by step approach to regulation so that we 
can evaluate conditions after the first step and find 
out what the next step should be. Suppose the Board 
just wiped out all affinity requirements, no advance 
purchase, no limitations whasoever on charters, that 
would be a rather substantial step and might be like 
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steping off the 10th floor without an elevator. 

That long first step may do you damage that you can't 
correct in time, given the regulatory process that 
you have to go through. I think that it is rather 
essential that you look at regulations in a sensible, 
orderly fashion. We are set up at the CAB to regulate 
an industry, not to run an industry. We’d probably be 
the world's worst airline managers. We're not designed 
for that. That's what gives me some pause and problem 
with all the innovations the CAB is supposed to come 
up with that were suggested this morning. The airlines 
run themselves under a system of regulation. They are 
not utilities in the sense of having monopolies. 

It is not possible to sit and analyze a sitution today 
as far as charters are concerned. We cannot say that 
because this is the distribution of traffic that is 
now being carried on scheduled airlines we can predict 
that in 1975 this will be the relationship or should 
be the relationship between scheduled service and 
chartered transportation. You use the term benchmark . 
I think that is a convenient term, but it still requires 
telling the Board that it should sit down and examine 
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the whole spectrum of North Atlantic traffic, determine 
how much of that is demand transportation, how much of 
it needs scheduled service, and then issue an order 
that says New York-London in the summer can have no 
less than 2 flights a day from New York; one flight a 
day from Los Angeles; one flight a day from Chicago, 
and all the rest are available for charter transporta¬ 
tion. But, what basis do we have to do that? What 
factual probative evidence would we have in a proceed¬ 
ing like that? Houw could we sit and say this factor 
should be taken into account, this one should not? 

Can't we get a better answer by letting the market go 

at it? 

You are not letting the market go at it, that is the 
problem. It is obvious that it will continue as it 
has for years. But, the Board's star position, ia my 
judgement, constrains the potential use of charter 
transportation substantially. If your remarks are any 
sign, the new charter regulations will also constrain 
the use of that authority to some degree. Granted 
that you like to move in comfortable steps so that you 
don't over-reach, but I could make the argument that 
the Board is much too conservative, that the steps are 
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too small, that the constraint should be loosened 
much more rapidly. At that point the question is what 
criteria do you use or does anybody use to choose the 
amount of constraint? I find no comfort in looking at 
criteria with the approach that you will do it on a 
s t e p_by-step basis so that you always feel that you 
have the situation under control. For all anybody 
knows about market pressure and market demands for 
this kind of travel maybe we could be moving at 3 times 
the rate. Because we don't have any benchmark to know 
where we are going with this exercise there is no way 
of telling whether we are too slow. 

I guess the inclination that I’ve seen in the Board 
so far is to wait until we get to the point where we 
are looking at impairment, or possibly begin to see it 
because of a complaint that is filed by either the 
scheduled carrier or by the charter operators, if 
there are two separate classes by the time that comes, 
and determine whether or not the impairment has taken 
place. For example, we don't try to determine in 
advance what the appropriate level of schedule service 
should be under bilateral agreement. We say that we 
must do an ex post facto review. Let the carrier 
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schedule it and then after a reasonable period, review 
the experience. If the review shows that the carrier 
has overscheduled itself, we will make an adjustment. 

We don't determine things in advance, except for 
subsidy. The subsidy levels, I think, are the only 
area where the Board has said, two flights a day in 
in each direction is the minimum required for a subsidy 
operation. When you get in to other aspects of the 
Board's work like adequacy of service for instance, the 
Board doesn't determine that on an a_ priori basis. 

Most of the adequacy of service cases at the Board have 
been very complicated. The main feature is that it 
looks at facts and what has happened in the market or 
in the various markets and determines whether or not 
the airlines have scheduled sufficient service to meet 

their certificate requirements. 

- Why then doesn't the Board consider taking the same 

approach to charter operations? It's the management s 
discretion as to how much scheduled operations the 
carrier wants to operate, the kind of plane he wants 
to use and so forth. Some of them might make the 
argument that a charter operator of any kind should be 
able to make the same decision and offer his services 


28 



in any way he likes according to any criteria and 
preference he has. That's the market working. The 
Board is not letting that happen, it never has, at 
least, as far as charter specialists are concerned. 

- I think that somebody used the phrase that it is very 
subjective. I think someone used it this morning or 
this afternoon, and that it vould be a very subjective 
conclusion to reach. What are your criteria for 
determining what elements go into scheduled service 
requirements vs. charter service requirements? I 
think that it is just a genuine difference of opinion 
and since the Board would be the agency that would have 
to decide this thing, it should determine what issues 
are involved. There is not an inclination to try to 
crystal ball it and determine what the future relation¬ 
ship between charter services and scheduled services 
ought to be. We haven't had a sufficient test period. 

We don't have sufficient basic information to know what 
proportion of the traveling public on the North Atlantic 
requires scheduled transportation, and what is available 
for charter services. We can't predict that today. 

It's preferable to let the scheduled operators operate 
chartered service and also let the supplementals operate 
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the charter services and let the scheduled services 
diminish. I disagree with the notion that scheduled 
services have to remain at least at the level they 
are today and may even have to increase if they can 
do so. I don't accept that. This is because there 
are different ways to provide for the product that the 
consumer is looking for in air transportation. We 
don't have to do it the way we did it 25 years ago. 

- Let me return to your comments on the European 
experience. You made a comment that the charter 
markets that developed in Europe are not in competition 
with the scheduled carriers. Was there anything to 
prevent the scheduled carriers from developing them? 
Well, it is actually more complicated than that. You 
have the scheduled carriers competing with the charter 
specialists on charter service as well as their own 
scheduled service. But let me ask a question. If 
the Board does not engage in some kind of a more relaxed 
policy on charter, how are we ever going to find out 
what the charter potential is? What European experience 
tells me is that the only way you can develop charter 
service is not to compete with scheduled flights and 
you say that on the North Atlantic you can't do that. 
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However, on 


the North Atlantic you've actually got 
charter competition provided by both scheduled 
carriers and by charter specialists. 

Let me say that these competitive factors are not lost 
They raise serious questions for all of to consider. 

As I said earlier, the key point to consider is what 
kind of service is the public demanding? 
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Abstract 

In the past several years, industry has been faced 
with a number of elements which endanger the future of 
commercial aircraft development: a decline in federally 
funded R&D programs; a general decline in the economic 
health of the domestic airlines; the increased cost of develop¬ 
ment which may be several times the net worth of the company; 
the development overseas of common market and manufacturing 
consortia; and foreign manufacturers receiving significant 
financial support from their national governments. These 
last items have acted to significantly increase the pressure 
in the export market placed on the U.S. manufacturers. 

Unless immediate and innovative solutions are found to combat 
these elements, the future of the industry is in jeopardy. 
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(Ladies and) gentlemen, I represent the Aerospace Industries Association, 
the voluntary trade association representing many of the U.S. manufacturers 
of aerospace vechicles and equipment. My paper today is largely based on 
a recent study conducted by our Aerospace Research Center. I present this 
paper more in the hope of provoking discussion than in providing information. 

In 1971, for the first time in this century, the United States registered 
a negative balance in its trade with foreign nations, shocking the complacency 
of those who had long regarded American competitive superiority as an immutable 

fact of life. 

The U.S. trade deficit is symptomatic of the sweeping changes taking 
place in international competition The trade fortunes of many nations - 
notably the members of the European Economic Community and Japan — are in 
the ascendancy while those of the United States are in disquieting decline. 
There are many contributing factors to this turn of events 1 but principal 
among them is the determination of other industrialized nations to upgrade 
their own economies by capturing greater shares of the international market. 


"Our international competitive position has been weakening for a 
variety of reasons: changes in international trading practices an 
patterns; developing inequities in both agricultural trade an the 
proliferation and preferential arrangements tor industrial products, 
basic changes in the U.S. economy; and a monetary system whose lack 
of flexibility resulted in intolerable burccns being thrust, upon the 
United States as wc continued to meet our international economic and 
security obligations. These problems were brought to a head as a 
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result of inadequate increases in productivity, excessive domestic 
inflation over the last half of the sixties, a breakdown in the 
class international monetary and domestic adjustment mechanism and, 
of course, massive short-term capital flows." Peter G. Peterson, 
Secretary of Commerce, then Assistant to the President for International 
Economic Affairs, "A Foreign Economic Perspective," December 27, 1971, 

page ii. 



As they have already demonstrated, they have the ability to do so. Their 
determination is backed by a willingness to provide government support in 
areas of export promise. 

In this atmosphere of intensified international competition, a key 
engagement in coming years will be the economic battle for supremacy in 
sales of commercial air transports. This is an area of vital importance 
to the balance of trade because of the enormity of the anticipated market. 

The U.S. was able to take an early lead in supplying transport aircraft 
due to its strong economic position among the countries of the world coupled 
with the bank of available research and development data that it possessed 
at the end of World War II.^ During and before the war, the nation had 
conducted an aeronautical R&D program of extraordinary magnitude. From 
the technological base thus provided, American companies were able to 
develop commercial products rapidly and v?ith minimal financial strain. 

In the postwar decade, U.S. plane builders further benefited from 
new technology made available by advancing military R&D. It was a period 
of leapfrogging technology which induced rapid obsolescence, requiring the 
military services to initiate frequent development "starts" over a wide 
range of aircraft types. Civil transport builders benefited either 
directly (from military cargo plane development) or indirectly (from air¬ 
frame, engine and other technology). 
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Civil Aviation Research and Development Policv Study, a joint study by 
the Department of Transportation and the National Aeronautics and Space 
Administration, Supporting Papers Volume, March 1971, p. 28. 
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Of additional advantage to II.S. industry has been the sise of the American 

domestic market for transport aircraft. By 1950. domestic air 
measured in passenger miles flown, had mushroomed to eight times the 1940 
level. Except for flattening-out periods in the late 1950's and in the 
last few years, the growth curve climbed dramatically over the past two 
decades? This growth fostered airline demand for more airplanes and more 
types of airplanes. "American manufacturers enjoyed an assured U.S. domestic 
market of sufficient sire to break even on development, manufacturing and 
testing costs on almost all new aircraft introduced. Export sales were the 
major source of profits. In contrast. European builders were restrained by 
the realization that they could expect to break even on a new aircraft only 
if substantial export sales could be achieved in the face of tariff and 
other trade barriers, and severe American competition, they were seldom 

inclined to take the risk.' + 

The domestic market provided other competitive edges. Strong airline 
demand allowed long production runs, which reduced manufacturing costs, hence 
unit price. The many different services provided by U.S. airlines Inspired 

development of a broad range of aircraft offerings, each type tailored 
to a particular service need. Thus, U.S. manufacturers were ,able to 
blanket the spectrum of civil transport requirements.(Chart 1). 

The U.S. commercial aircraft industry is now able to produce whole 
families of aircraft models simultaneously. It presently possesses the 


o AprosDace Facts and Figures, 1971/72, p.HO. , 

4 clkTpoUcy Study, finch 1971, Supporting Papers Volume, p.5-32. 
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physical resources to turn out eight different models at an aggregate 
rate of 77 airplanes per month. However, in contrast to this capability 
production during 1971 averaged 16 per month. 

A final advantage accrued from the intense competition among American 
manufacturers for both the domestic and foreign markets. This promoted 
advancement of aggressive marketing techniques, including brilliant support 
by the Export-Import Bank and post-sale support features more attractive 
than those offered by foreign competitors. 

Continuing technological excellence, coupled with the other advantages 
cited, enabled the U.S. to maintain marked dominance of the world air transport 
market over the quarter-century-plus since World War II. In 1954, the peak 
year of U.S. supremacy, 86.6 of the civil transport aircraft operating with 
free world airlines were of American manufacture. In other years, the propor¬ 
tion ranged from more than 70 percent to well o^er 80 percent. Today, it is 
about 76 percent.’’ 

The advent of automated weaponry in the 1950's brought a reduction in 
the number and types of military aircraft needed, hence a marked decline in 
Department of Defense prototype starts. Although transport manufacturers 
continued to profit indirectly from the military deposits in the U.S. tech¬ 
nological bank, the degree of direct fall-out declined sharply. 
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Today, however, wo are faced with the distinct poo.lbii- 
Ity of 10.1ns our long-bold market auporiorty and the attendant 
eoononlo benefita. In the abort tern there ere two factors 
exorttng a negative influence. Those are the poor economic 
health of tho operators vhioh reduces the domestic demand for 
transport aircraft and the eurront national malaise of ant - 
technology which hae dulled our traditional national appetite 
for research and development. In tho long term there ere factors 

loco likely to CO awey at worl£ - 

A edging tide of events over the past decade or more has 
eroded meet of tho traditional American advantages and at the 
same time provided foreign manufacturers with certain competi¬ 
tive ' ndvrmtages over their U.3. counterparts. 

This swing of the pendulum has resulted primarily from the 
establishment, among foreign governments, of national objectives 
related to capturing greater shares of the world civil aviation, 
market. The governments of Western Europe and Jepen have pro¬ 
vided strong financial support toward tho attainment of these 
objectives, particularly in the key area of reeearch and devel¬ 
opment aimed at improvement of national technical competence. An 
indicator of the intensity with which they have pursued these am 
aims is a comparison of U.S. /foreign eeroepace R4I> growth in 
recent years. The growth rate for the European Economic Commu- 
„lt, has averaged about 15 percent annually, computed with 6 
percent of tho 0.3. Tho disparity is even greater in consideration 
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of tho fact that the European nations have foouced sharply on 
trade-oriented im while tho U.3. fieuro includon substantial 
though declining commitment* to defenee and spnoo ae veil as 
civil aviation KftD. 

A major Influence on improvement of tho foroign competitive 
posture has been the growing adoption, in Europe, of the consor¬ 
tium approach to aircraft development. She advantages of multi¬ 
national cooperation ore outlined in a otatement by France's 
Union Syndlcale des Industries Aoronautiqueo ot Spatlaless 

•Cooperation mates it possible to undertake programs that 
would be beyond tho means of a singls country. Financing is 
broken dovn to dimensions that can be digested by each partner, 

As these programs arc subject to Inter-govommcDt.ul agroomento, 
tho danger of breaking off contracts is eliminated. In this 
way, existing faoilitloo for research, devolopmont, testing and 
production, the real capital of the partners, can be orchestrated 
and used to the greatest possible efficiency. A further significant 
advantage is that production batches ore larger, ao programs are 
designed to meet the requirements of all tho countries involved, 
and this means that unit prices are finally lowBr." 


L*Industrie Aoronautlque et Spmtislo Francaloe, Union 
Syndicale des Industries Aeronautiquos et Spatial, lar^o, 19.1. 
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Intensified HAD, cooperative venturing and other meaeuree 
hav . combined to reduce American competition. For example, 
consolidation of the EEC Internal market by means of consortium 
development and built-in sales to participating members has 
negated the long-standing O.a. advantage of broader home market. 

-The European countries, working together, now constitute a 
market that approaches the American market In else. It can there¬ 
fore provide the large production runs which American Industry 

has claimed ns Its own unique advantage." 7 

is it did in the E.S., the broader market tends to influence 

development of a wider range of aircraft types, because of differ¬ 
ing kinds of service provided hy the airlines of cooperating nations, 
n is Europe in combine, rather than the U.3.. which now boasts 

the more extensive range of oommerical aircraft offerings. 

Foreign competitors have also successfully modernised their 
marketing techniques. They now have sufficient strength to offer 
the same "total-package" as «.S. manufacturers, which includes 
training, spares, rcparls and other after-sale support. They have, 
in fact, acquired a degree of marketing superiority by virtue of 
government aid.. "In addition to direct leans arid subsidies to 
their manufacturers, foreign govo nm.nts have shown willingness 
to support their industry marketing efforts by means of attractive 


7 Aerospace Dolly, May 25. 1971. 
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financing arrangements, Including longer payback periods than those legally 
permitted by the U.S. Export-Import Bank. They have also adopted practices 
eliminating requirements for supplier financial participation and for 

guarantees from the government of the purchaser; In some cases, they are also 

••8 

providing substantially lower interest rates. 

With regard to technological capability, years of intensive R6.D effort 
has substantially upgraded the posture of the foreign competition. The 
U.S. still enjoys a margin of superiority in general technological competence, 
but the gap has narrowed considerably. In certain specific areas, there is 
no gap at all; In others, foreign nations hold the lead. •'Some foreign-built 
aircraft and Items of equipment have already attained a quality equal or 

superior to products from the United States...' 8 9 

If this is not enough, there is the enormous problem, little known 
outside aviation circles, called the "money barrier." It is the inability 
of American plane builders to finance the development of new types of air¬ 
craft essential to effective competition. Development costs have risen to 
the point where it takes upward of a billion dollars to translate an advanced 


technology design into an operational airplane. No individual manufacturer 
can afford resources of that order. Private investment capital is no longer 
available to the extent required; a number of contributing factors have 
inclined the financial community to the view that the potential return does 


not justify the risk. (Chart 2). 


8 CARD Policy Study, Supporting Papers Volume, P-5-30 

9 CARD Policy Study, Supporting Papers Volume, p.5*^y 
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This chart presents a horror story in condensed fashion. This is the 
financial history of a development programs for a hypothetical new technol¬ 
ogy subsonic jet transport. From the first day until the program generates 
income (well after the first deliveries) a negative cash position of some 
$ 1.4 billion has developed. Is there a prudent manager in any industry 
that will expose his company to a financial risk equal to many times its 
net worth for a programs which only breaks even at the end of its ninth 

year? 

As a result, no advanced commercial transports are being developed in 
the United States at this time. Unless the financing dilemma is resolved, 
American competition in the world market will be limited to sales of the 
existing family of wide-body jetliners and improved variations of them, 
demand for which is expected to continue for about another decade. These 
airplanes embrace only a arrow portion of the future air transport spectrum. 
There are no American counterparts for several new types being developed by 
foreign manufacturers, who enjoy the strong financial backing of their govern 
ments. At best, the U.S. can expect a lesser share of the total market than 
its traditional 70 percent - 80 percent; at worst, the U.S. share could 

dwindle to nothingness by the mid-1980's. 

This situation arises at a time when (1) the competitive challenge 
from abroad has reached its greatest level of intensity and (2) the U.S. 
is already experiencing a marked deterioration of its overall international 

trade posture. 

The Market 

An early solution to the financing problem becomes doubly important in 
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consideration of the vast size of the projected market for civil transports. 
Forecasters anticipate, by 1985, a fourfold growth in airline passenger 
traffic and an even greater expansion of air cargo movement. This growth 
will induce heavy demand for new commercial transports, including types 
already in service or in development and, in later years, advanced-tech¬ 
nology airplanes not yet in development It is estimated that sales in the 
1974-1985 time span will amount to an enormous $148 billion, a sum approx¬ 
imating the value of all aircraft — civil and military — produced in the 
U.S. during the past 20 years (Chart 3). Continued American pre-eminence 
in the market can bring economic benefits of exceptional order, not only 
in international trade balances but also in such areas as gross national 
product, employment and tax receipts. Conversely, American inability to 
compete would have shattering deleterious impact in all those areas. 

The Economic Impact 

At stake in the world air transport competition during the 1974-198j 
period is the very substantial sum of nearly $78 billion. This represents 
the difference in sales between (a) the estimated U.S. share of the market 
of American plane builders are able to compete in all categories of transport 
demand and (b) the estimated share if U.S. competition is restricted to the 

already-developed wide-body jetliners. 

It the U.S. does compete in all categories, it can expect to capture 
90 percent of the long-range market, 80 percent in the medium-range category 
and /0 percent in the short-haul class. This would amount Lu a total zaUz 
volume for the 12-year period of $118 billion, or an annual average sales 
level of more Chan $9.8 billion. The average represents more than duuUie 
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the current level of commercial transport sales and clearly implies national 
economic benefits of large order. Of particular importance would be a 

I 

balance of trade contribution of $5 billion annually. 

If the U.S. does not compete with new types of aircraft, it is estimated 
that foreign nations will capture more than 70 percent of the total market. 

The U.S., by virtue of continuing sales of wide-body Jetliners and evolutionary 
improvements of them, can expect a total volume of over $40 billion. The 
potential loss of business translates into 1.5 million man year s of lost U.S. 
employment or a payroll loss of $30 billion. Additionally, there would be 
a loss of nearly $11 billion in federal income taxes alone. The impact on 
the balance of trade would be drastic. By 1976, the current positive 
balance in airplane trade would become negative and by 1985 the deficit 
would grow to $4.5 billion annually. The cumulative negative balance of 
trade in aircraft would exceed $18 billion (Chart 4). 

Alternative Solutions 

For years to come, there may be no way of financing major aircraft 
developments entirely by private U.S. capital. Yet the problem demands 
Immediate solution because o£ the long lead time associated with aircraft 
development (Six years or more). 

The answer may lie in U.S. government assistance to offset the support 
provided to foreign competitors by their governments. Governemnt/industry 
cooperation is consistent with the policy recently affirmed by President 
Nixon: that government aid to private sector research and devclopemnt is 

"necessary and desirable" in cases where the national interest is involved 
and the required investment is beyond the capability of private industry. 


The Administration is considering a number of proposals tor government/ 
industry cooperation in civil transport development. Some of the proposals 
are directed toward solidifying the domestic market by improving the financial 
health of the transport manufacturers' customer, the U.S. airline industry. 
Others deal more directly with the development financing problem, for example, 
tax incentives; methods of increasing fall-out from military development; 
antitrust exemptions to permit American manufacturing consortiums; government- 
guaranteed loans; and government sharing of profits and risks wiLh the 
manufacturer. Each has its advantages and disadvantages; none has emerged 
as a completely viable solution. 

Study and review of the various options has made it evident that finding 
a solution acceptable to the Administration, the Congress, the public and 
the industry will be extremely difficult. The prospect of government assist¬ 
ance or participation in aircraft development raises at once, for industry, 
the spectres of government control of management and technical decisions; 
serious erosion of the traditional competitive environment; tarnished public 
image, and one more step towards the possibility of government ownership. 
Further, any plan to improve the state of the manufacturing industry must 
presuppose good economic health of the air lines. Yet, barring some unfore¬ 
seen rapid improvement in the industry's financial posture and a change in 
the private investment climate, some formula for government/industry cooper¬ 
ation must be found. The alternative is cession of American pre-eminence in 
commercial airplane manufacture, with all the consequences such forfeit implies 
-- loss of trade posture, productivity, taxes and jobs, and not inconceivably, 
loss of a vitally important segment of American industry. 
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In summary, we seem to arrive at the following conclusions: 

Research >nd Development 

The apparent national loss of confidence in and understanding of the 
role of technology in our society must be overcome. We, as a nation, must 
appreciate the direct inter-relationship between technological advance and 
national progress. With this recognition we must begin to restore the 
foundation of our neglected technology with new vigorous research and 
development programs in aeronautics. 

U.S. Competitive Handicaps 

In a new era of stronger competition from abroad for world civil air 
transport sales, U.S. manufacturers are at a distinct disadvantage. A 
major problem is the inability of U.S. plane builders to finance the 
advanced aircraft developments that are essential to their ability to 
compete. Foreign competitors enjoy varying degrees of government support 
in financing new developments. The traditional funding sources of U.S. 
industry — corporate finances and private investment capital — have 
dried up. Unless a new approach to development financing is forthcoming, 
the U.S. industry's ability to compete will be sharply limited and the 
international civil transport market, long dominated by the U.S. will 
go by default to foreign competitors. 

Government/industry Cooperation 

The broad economic impact of commercial airplane sales justifies support 
of U.S. manufacturers to offset the support foreign competitors are getting 
from their governments. Covernraent/industry cooperation in research and 
development is consistent with current Administration policy. The Admin¬ 
istration is considering a number of proposed initiatives for such cooperation, 
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but no viable solution has emerged. It will be diffieult to find a solution 
acceptable to all parties, yet it must be found. 

A Matter of Urgenc y 

The financing problem cannot be put aside until a more propitious 
time. It takes several years of development effort to translate a design 
into an operational airplane. Foreign competitors are already flying several 
types of aircraft for which no U.S. counterpart exists and with each day the 
chances of retaining U.S. market dominance diminish. If the nation Is to 
realize the economic benefits available from the coming round of aircraft 
sales, a way of breaking the money barrier must be found immediately. 
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SCHEDULING FOR PUBLIC SERVICE 
IN INTERNATIONAL OPERATIONS 



Melvin A. Brenner 

in .11 of the debate that has revolved around the charter issue, one principle 
has been accepted by all - namely, that Governmental charter policy must not 
jeopardize the maintenance of an economically viable network of scheuled air 

service. 


While there has been disagreement as to the extent to which specific proposed 
charter rules do threaten a viable scheduled network, nobody - not even the 
most ardent supporter of supplemental. - has challenged the overriding 
proposition that a healthy scheduled network Is essential. 


Recently, however, the discussion has taken a new turn. Some, including the DOT, 
,.ve posed the question: "Granting that a scheduled network is essential, is it 
possible that the essential size of that network is less than the size now operated- 
I. it possible, in other words, that a significant contraction from today's 
scheduled system would be acceptable in the public interest?" 


I submit that the only valid answer to these questions is: No. Contraction 
..ould occur only on terms that would be unacceptable to the national interest 


To document this position, we must get down to cases, and examine some fundamental 
aspects of scheduling in international air service. I will draw my examples 
from TOA's experience for the sake of convenience. I can assure you that the 
picture would be essentially the same if I used the experience of other carriers. 


Hlr.t, wc must recognise that International air markets do not have dense 
traffic volumes to begin with, and this leads to a thin level of schedule 
frequency on even the largest routes. There seems to be great misunderstanding 
on this point, derived no doubt from the types of schedule frequency levels to 
which we are accustomed on domestic routes. Domestically, It Is quite common 
for routes of consequence to have as many as ten or more dally flights per carrier 

There is no similarity whatever between such domestic patterns, and the situation 
on International routes. Consider, for example, the basic year-round pattern 
that TWA operates .cross the Atlantic - that Is, the pattern we operate In all 

but our peak summer season. 


Chart 1 shows the total frequency we operated to Europe this past winter and 
spring. All told, it comprised 14 departures per day. 

Let's place that in some perspective. Chart 2 compares our entire transatlantic 
frequency with the daily frequency operated by Allegheny Airlines on just a 
single domestic route of moderate size. New York - Pittsburgh. This past 
winter, Allegheny operated 11 daily frequencies on just that one route. 

Bear in mind that our transatlantic pattern served four separate U.S. gateways, 
and provided all of our service to such major destinations as England, France, 
Spain, Portugal, Italy. Switzerland, Germany, Greece, Ireland, Israel, and 


Egypt. 
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Ami to cover ihrae vastly Important areas, over the world's largest overseas 
route, we operated a grand total of three more dally departures than Allegheny 
operated on the single route New York - Pittsburgh. 

This contrast should help at the outset to test the credibility of any suggestion 
that the essential level across the Atlantic might be something less than today's. 
I must assume that such suggestions start from misunderstanding about the base 
level of international schedule frequencies -- misunderstanding that probably 
stems from domestic norms. 

But let'8 move on to another significant point. 


Other than in peak season, there is only one transatlantic route -- New York - 
London -- where TWA has been flying more than one non-stop flight per day. 

When you're down to one flight per day, there really isn't much room for further 
contraction. 

And this is particularly true when considering the nature and level of foreign 
flag service, and the impact this has on the level we must maintain if we are 
to remain competitive. 

Chart 3 shows TWA's versus foreign flag schedules, in all markets we are 
authorized to serve and where non-stop service is operated either by TWA or 
by our foreign competitor. 
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Note these facts: 

1. There were only four markets where TWA provided more capacity thap 
the foreign national carrier. 

2. There were five markets where the foreign carrier matched TWA. 

3. But there were eighteen markets where the foreign carrier provided 
more service than TWA. 

This scarcely suggests a situation where there is room to contemplate actual 
contraction from current TWA levels, while still preserving a viable, strong 
competitive posture for U.S. flag service. 

The question may be asked: Why doesn't TWA fly more than the pattern I have 
shown? Why don't we match our foreign flag competitors on every route they 
serve? 

The reason is simple, and has great relevance for the whole issue of charters 
vis-a-vis the maintenance of a scheduled network. In the highly seasonal 
transatlantic market, traffic density is quite thin for most of the year, in 
most of the markets. 

Thus, in the six months through March of this year, our average transatlantic 
load factor was only 44%. And that, bear in mind was prior to any further 
erosion of scheduled traffic to charters; it included the benefit of carrying 
many personal and pleasure travelers at promotional discount fares; it related 
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to II basically conacrvatIvo pattern ot frequency — one trip per day on even the 
primery traffic markcte. Moat of our foreign competitors are government-owned 
and/or government-supported, and this help, to account for the differences shown 

above. 

Incidentally, our Government has expressed concern about the thin nature of U.S. 
flag schedule patterns across the Atlantic. 

For example, let us note some little-quoted passages of the President's Statement 
•x on International Air Transportation Policy. For example, that Statement said: 

"Every effort should be made to improve U.S a carrier competitive 
performance vis-a-vis foreign flag carriers in some markets, 
particularly the North Atlantic. Continuing to improve the quantity 
and variety of services in such markets would enhance our competitive 
standing." (Emphasis added| 

Note particularly the call for improving the " quantity " of U.S. flag service. 

% 

This Policy Statement could scarcely be reconciled with a present suggestion 
that the essential level of U.S. flag service might be something less than 

that now operated. 

Note alco the following in the President's Policy Statement. 

"This policy should take into account the public's need for 
additional or improved air services, including new direct services 
fvom U.S. points other than major gateways..." 
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contract iron oven the present scope of scheduled service. When the President's 
policy refers to the public’s need for new direct services from other U.S. 
gateways, can It seriously be suggested that Che public does not need at least 
the once-per-day frequency we now operate In major markets’ 

Incidentally, shortly before the President’s Policy Statement was Issued, the 
Department of Transportation filed petition, with the CAB and those petitions 
got more specific In expressing much the same points. Thus: 

The DOT expressed concern that Swissair provided direct service 
between Chicago and Zurich, while no direct U.S. flag service was 
available on a through-plane basis. 

. It expressed concern about the fact that U.S. flag carriers were 
authorized to provide direct scheduled service to Europe from only 
12 points in the U.S. "As a consequence," DOT said, "a vast area 
of the United States...is almost entirely lacking in the faster, 
more convenient, service that direct routes to Europe would provide. 

The DOT expressed concern that traffic between the United States 
and some European markets "is carried largely - in some 
almost entirely - by European flag carriers, even though United 


States citizens make up most of the traffic. 
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So here we have a series of policy statements -- by the President, and by the 
DOT -- all forming one general pattern. They expressed concern about the number 
of markets where foreign flag carriers already scheduled more service than U.S. 
flag carriers. They suggested a public need for more direct scheduled U.S. flag 
service from more points in this country. 

In terms both explicit and implicit, these expressions of concern called for 
more -- not less -- U.S. flag scheduled service. 

When we relate these statements to the facts I have cited earlier as to the 
limited frequency we presently operate in almost all transatlantic markets, it 
is difficult indeed to visualize the public interest being adequately served 
with a lesser level of U.S. flag service. 

Perhaps it will be suggested that a reduction to even less than one frequency 
per day might be viable because such cutback by U.S. carriers might be matched 
by foreign flag operators. Even if we overlooked the deterioration of service 
convenience if all carriers on a route dropped to service once every few days, 
reliance on such a competitive development would be a fragile and implausible 
reed on which to rest the future of U.S. flag service. 

The track record of foreign flag carriers simply does not support the assumption 
that, on the type of major routes here discussed, they would make less-than-daily 
service competitively viable by dropping to that same level themselves. 


I 




I 
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For example: 

In the off-season, TWA drops from non-stop to one-stop service op 
New York - Zurich. But Swissair maintains non-stop service. 

In the off-season, TWA has been dropping from daily to once-per- 
week service on New York - Shannon. But Aerlinte maintains daily 

service. 

. In the off-season, WA drops from two non-stops to one non-stop 
New York - Paris. But Air France maintains two daily non-stops, 
thereby providing the only daytime service eastbound. 

As noted, most of our foreign flag competitors are government-owned and/or government 
supported. To each one, its route to the United States represents its primary 
international market. To each one, this represents the primary opportunity to 
gain productive utilization on its most expensive aircraft, such as 747s now, 
or for some, Concordes in the future. And beyond this, almost all European 
countries regard it as being in their national interest that frequent scheduled 
service on the Atlantic be provided by a national flag carrier. 

To assume that foreign flag carriers will cut back to less-than-daily service 
in major markets, just because U.S. flag carriers might have to do so, is to 
make an assumption at odds with past history or present experience. 

o 
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Analnnt the por.pcctlvo of the preceding dl.cu.elon, let ue now turn to one of 
the specific recent propels ior defining the essenti.l level of U.S. flog, 
service at substantially below current levels. 

In recent testimony before the Senate Commerce Committee, Paul Cherington 
testified on behalf of the supplemental carriers. He recommended that the 
level of essentiality for scheduled services be determined by excluding those 
passengers now traveling on scheduled airlines at various promotional fares, 
and then computing the number of seats that would be required to handle the 
remaining traffic, at a load factor of over 60%. 

Mr. Cherington did not discuss any specific results of his proposal, so let me 
supply a few. 


On New York - Paris — our second largest transatlantic route --Hr. Cherington's 
proposal would define TWA's "essential" level as being the equivalent of about one 
707 flight every two days, or one 747 flight every four days. 

As we have already seen in Chart 3 above, this is a route where, even in the 
winter, our foreign flag competitor operates two non-stops every day — a 747 

and a 707. 

Is it realistic to say that in this market the level of essentiality for TWA is 
either a 707 every other day, or a 747 every four days? Could TWA possibly 
remain competitive on such a basis with a foreign flag carrier that could reduce 
from its current level and still have a daily 747 remaining? Could such a 
competitive relationship possibly be squared with the Presidential and DOT policy 


statements quoted above? 
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I previously noted the DOT concern about the absence of U.S. flag through-plane 
service to match Swissair's one-stop service between Chicago and Zurich. DOT 
was so concerned that it suggested the possible need for certificating a new 
U.S. acheduled carrier into Chicago - Zurich to remedy such deficiency in that 
market of distinctly secondary sire. That's an Interesting backdrop against 
which to view the present Cherlngton proposal, which would define the level o£ 
essentiality at about one 747 every four days for TWA in a market of such major 
importance as New York - Paris, which 1« roughly 30 times the site of Chicago - 

Zurich. 


The proposal stems from two premises, both of which are faulty. The first is 
that economically viable scheduled service in competition with the foreign 
carriers could be supported on full fare traffic alone. The plain fact is it 

could not. 

The second faulty premise is that anybody traveling on scheduled services at 
discounted promotional fares does not need, desire, or benefit from scheduled 
service, and hence should not be included in the base level of traffic tor 
determining an "essential" level. 

This is like saying that anybody who buys a refrigerator in a discount house 
didn’t really need that refrigerator, or else he would have avoided the discount 

This concept of disenfranchising the low fare passenger from scheduled service 
ignores the fact that our scheduled system has developed over decades - long 
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bcloro Mtipplomont(iln were »Ignlftc-ntly In the picture - with « very »tr«n K 
promotional drive to encourage personal and pleasure travel. Thia was done in 
recognition that business travel alone did not contain the potential growth to 
support the advancing technology of air transport. 

Even the first family of jets -- which now seem almost small by present standards, 
but which seemed very large indeed by the standards of 1959 — could not have 
been supported if the marketing base of this industry had been confined just to 
passengers traveling for business reasons. 

The scheduled carriers recognized long ago that the best service for the total 
public -- business and non-business traveler alike -- depended upon promoting 
growth in both sectors, and serving both jointly with a type of equipment and 
a type of service that neither could support in isolation. 

So, for decades past, one of the prime goals of the transatlantic scheduled 
industry has been to aggressively promote the growth of pleasure travel through 
all forms of marketing, including particularly promotional pricing. 

By 1966 - a time when the supplemental were still just a minor factor - the 
scheduled industry had already developed the personal and pleasure market to 
the point where it accounted for three-fourths of total transatlantic travel. 
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The Cherlngton proposal would now ignore the fact that low cost travel has tor 
years been built right into the whole structure of the scheduled air transport 
system. Ignoring this fact, it would attempt to define the future essential 
level of scheduled service on the basis of just one part of the market now 
using scheduled service. And thus it leads to such unreal results as a New 
York - Paris pattern for TWA of one 747 flight every four days. 

It is very difficult to see how such a proposal could possibly benefit the 
general public, or that part of the public that is interested in low fare 
service. 

Before closing, I should like to anticipate two questions that might be raised 
by this discussion. 

First, since my data on frequencies related to the non-peak season, a question 
may arise as to whether our summer peak season frequencies alter the picture 
markedly. 

In the summer, we do operate seasonal increments to our capacity. But they do 
not alter the picture fundamentally. A major part of our summer overlay brings 
direct service -- or a rounding out to daily direct service -- to secondary 
markets where winter traffic levels have not thus far been able to support such 
service. Thus, we have in the summer added direct service in markets like 
Detroit - London, San Francisco - London, Washington - Paris, and Philadelphia ■ 


London. 
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Significantly, even In tha sumar, th.ra art only thrn. routes on our transatlantic 
syatee. where we operate more than one dally frequency. (Chart ft) 

The second queation I'd like to anticipate relates to the 747. Is It possible 
that we could reduce capacity, without dropping out of markets,by just replacing 

747a with 707e? 

On paper, yes; In the real world marketplace, NO. Certainly there are many 
days and many flights on which we could wish the B-747 were a smaller plane. 

But that wlah cannot alter the fact that the wide bodied comfort features of 

the 747 hav. become th. new competitive standard for all major transatlantic routes 

TWA has not been overly aggressive In assigning 747s to our Atlantic routes. 

Indeed, as shown on Chart 5, thera la presently only one route where we operate 
a 747 and where our foreign flag compatltor doe. not. But there are actually 
many routes where we have not upgraded to a 747 and where our foreign competitor 

has. 

So here again, we cannot find in this area a means of safely reducing our 
capacity, while remaining adequately competitive. 

So I come back to the point I made earlier. Of course there is a minimum 
essential level of U.S. flag service in international operations. But it most 
sssuredly is not just a swell fraction of what we are now operating. It is at 
least as large as the base we now have, if not larger. 
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CHART 1 


TWA TRANSATLANTIC PATTERN 
AVERAGE DAY,WINTER 1971/7 2 


Nonstop Daily 

Route Frequency 


New York-London 3 

New York-Frankfurt 1 

New York-Paris 1 

New York-Geneva 1 

New York-Milan 1 

New York-Lisbon 1 

New York-Madrid 1 

New York-Rome 1 

Boston-London 1 

Boston-Paris 1 

Chicago-London 1 

Los Angeles-London 1 


Total 14 


Note: 


Excludes three segments which had only one flight per week 


CHART 2 


TWA TRANSATLANTIC PATTERN COMPARED WITH ALLEGHENY 
NEW YORK - PITTSBURGH PATTERN 
AVERAGE DAY, WINTER 1971/72 


TWA Transatlantic 
Nonstop Pattern 


Allegheny New York-Pittsburgh 
Nonstop Pattern_ 


Flight 

702 

New York-London 

Flight 

700 

New York-London 

Flight 

708 

New York-London 

Flight 

740 

New York-Frankfurt 

Flight 

800 

New York-Paris 

Flight 

832 

New York-Geneva 

Flight 

842 

New York-Milan 

Flight 

900 

New York-Lisbon 

Flight 

904 

New York-Mad rid 

Flight 

840 

New York-Rome 

Flight 

754 

Boston-London 

Flight 

810 

Boston-Paris 

Flight 

770 

Chicago-London 

Flight 

760 

Los Angeles-London 


Flight 905 Newark-Pittsburgh 
Flight 841 LaGuardia-Pittsburgh 

Flight 909 Newark-Pittsburgh 

Flight 863 LaGuardia-Pittsburgh 

Flight 857 LaGuardia-Pittsburgh 

Flight 859 LaGuardia-Pittsburgh 

Flight 847 LaGuardia-Pittsburgh 

Flight 849 LaGuardia-Pittsburgh 

Flight 771 Newark-Pittsburgh 

Flight 901 Newark-Pittsburgh 

Flight 839 LaGuardia-Pittsburgh 


Total: 14 Daily Departures 


Total: 11 Daily Departures 


CHART 1 


1VA TRANSATLANTIC PATTERN COMPARED WITH 
PORK KM FLAG NATIONAL CARRIER 

WINTER 1971/72 


Route 

New York- 
New York- 
New York- 
New York- 
New York- 
New York- 
New York- 
New York- 
New York- 
New York- 
New York- 
New York- 


Daily Nonstop Frequencies 
TWA Foreign Fla* 


Shannon 

London 

Frankfurt 

Paris 

Geneva 

Zurich 

Milan 

Lisbon 

■Madrid 

Rome 

Athens 

■Tel Aviv 


Carrier With 
Lead ine Capacity 


Foreign 

Foreign (more 747) 

Foreign 

Foreign 

Foreign (747) 

Foreign 

Foreign (747) 


TWA 

Equal 

Equal 

Equal 

Foreign 


Boston- 

Boston- 

Boston- 

Boston- 

Boston- 

Boston- 

Boston- 

Boston 


•Azores 

•Shannon 

■London 

■Frankfurt 

■Paris 

•Zurich 

■Milan 

-Rome 


Equal 
Foreign 
Equal 
Foreign 
TWA 

Foreign 

Foreign 

Foreign 


Philadelphia-London 


Foreign 


Washington-London 


Foreign 


Chic ago-London 

Chicago-Frankfurt 

Chicago-Milan 


TWA (747) 
Foreign 
Foreign 


Los Ange les-London 
Los Ange les-Paris 


TWA 

Foreign 


Less than four trips per week. 


I 
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CHART /■ 

TWA TRANSATLANTIC PATTERN 
AVERAGE DAY - SUMMER I‘>72 


Route 

New York-Shannon 
New York-London 
New York-Frankfurt 
New York-Paris 
New York-Geneva 
New York-Zurich 
New York-Milan 
New York-Lisbon 
New York-Madrid 
New York-Rome 
New York-Athens 
Bost on-London 
Boston-Paris 
Philadelphia-London 
Washington-Paris 
Chicago-London 
Detroit-London 
Los Angeles-London 


Nonstop Daily 
Frequency 

1 

4 

1 

2 

1 

1 

1 

1 

1 

2 

1 

1 

1 

1 

1 

1 

1 

1 

Total 23 




Note: 


Excludes three segments which had less than four flights per week 




CHART 5 

TWA VERSUS FOREIGN FLAG COMPETITION 
IN B-747 SERVICE, SUMMER 1972 


Routes Where TWA and Foreign Competitor Both Operate 747 

New York-London New York-Madrid 

New York-Frankfurt New York-Rome 

New York-Paris Chicago-London 

New York-Lisbon 


Route Where TWA Operates 747, but Not Foreign Competitor 

Los Angeles-London 


Routes Where Foreign Competitor Operates 747, but Not TWA 

New York-Shannon Boston-London 

New York-Geneva Boston-Mil an 

New York-Zurich Boston-Rome 

New York-Milan Chicagc-Frankfurt 

New York-TeT Aviv Los Angeles-Paris 

Boston-Shannon 
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"INTERNATIONAL AIR TRANSPORT AND FEDERAL POLICY" 

I am pleased to be a part of this afternoon's seminar on 
International Air Transport and Federal Policy. I see from the program 
that you will be hearing not only from the Executive Branch of the 
Federal Government but also from the Civil Aeronautics Board and 
from the U. S. side of the industry. 

International air transportation is somewhat unique from a 
policy standpoint. A Statement of International Air Transportation Policy 
was approved by the President in 1970, replacing an earlier statement 
of several years prior vintage. This new Policy Statement is taken by 
the Executive Branch and other parts of the Federal Government as 
establishing policy guideposts for future U. S. participation in the 


international air transportation industry. 


/ 
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For our purposes this afternoon I think it would be useful to use the 
1970 Policy Statement as the backdrop for my remarks. Given the 
two years since the Policy Statement was approved, it's appropriate 
to take a look at what has happened in the intervening years, whether 
the policy has been effectively implemented, and whether there are 
particular problems or developments which should now be taken into 
account. My staff in the Department of Transportation recently 
completed a preliminary review of the implementation of the Policy 
Statement during the last two years, and I have included this in the materials 
I have distributed today. You may find it a useful context for my remarks 
and a possible basis for your questions. 

The 1970 Policy Statement covered a number of policy issues. I do not 
intend to touch on each of them in my opening remarks this afternoon, 
although I will be happy to try to respond to questions on any aspect of 
the Policy Statement. 

Rather, I would like to concentrate this afternoon on the 4 or 5 issues 
that I think are of greatest current concern, and which may serve as 
the best focus for discussion during the next hour or so. 

I. A policy issue of the highest priority for the Federal Government 
at this time is the question of aircraft hijackings, both domestic and 
international. In 1970, the Policy Statement noted that the purposes of 
the Policy Statement overall could not be realized until aircraft hijackings 
are stopped. It went on to say that by any standard air piracy is repre¬ 
hensible, and that we support measures designed to end this terrible 
practice. It may be useful for you to have a tabular description of the 
pattern of international conventions which have been negotiated to deal 
with the threat of aircraft hijacking. I have had such a table prepared 
and it is included in the papers I have distributed. We are now actively 
seeking to add to this group of conventions further international agree¬ 
ment on sanctions to be applied to a nation that refuses to extradite or 
prosecute a hijacker, or otherwise flouts internationally standards of 
conduct. 

President Nixon has assigned to the Secretary of Transportation the 
responsibility to coordinate the Government's overall program in this 
area, and to the Department of State the responsibility for coordinating 
the international aspects of it. Fhirsuing these responsibilities, 

Secretary Volpe proposed to the ICAO Council in December of 1971 that 
agreement be reached to apply a boycott to nations that refuse to extra¬ 
dite or prosecute a hijacker. Although the ICAO Council at that time 
adopted the proposed resolution, progress has not been satisfactory 
within ICAO, and the United States has called a meeting of the concerned 
nations in September of this year to make another strong effort to 
accomplish international agreement in this important area. 
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II. The relationship of scheduled services and charter services. 

Perhaps the most contentious feature of the 1970 Policy Statement was 
its treatment of the competitive relationship between charter services 
and scheduled services. In the years preceding the 1970 Statement of 
Policy, charter services had begun to become an important feature of 
the international air transport market, largely brought on by the compe¬ 
titive pressures of the supplemental carriers who had been granted 
certificates by the CAB to engage solely in charter operations. It had 
always been true, you should understand, that scheduled operators were 
free to engage in charter operations both on the routes where they 
operate scheduled services and to some extent even off those routes. 

But these charter rights of the scheduled operators had not been exer¬ 
cised to any substantial degree until the supplemental carriers - 
charter specialists - began to aggressively develop the market for 
this type of air trai aportation. 

A moment ago, I characterized this section of the Policy Statement as 
the "most contentious. " This was because it was taken wholly accurately, 
to be an endorsement of charter services. And there is clear language 
in the Policy Statement which finds value in charter services - whether 
those charter services are operated by scheduled operators or by supple¬ 
mental carriers or other charter specialists. 


As the Policy Statement puts it "charter services by scheduled and 
supplemental carriers have been useful in holding down fare and rate 
levels and expanding passenger and cargo markets. They offer oppor¬ 
tunities to exploit the inherent efficiency of planeload movement in the 
elasticity of demand for international air transport. They can provide 
low cost transportation of the sort fitted to the needs of the significant 
portion of the traveling public. Charter services are a most valuable 
component of the international air transportation system, and they should 
be encouraged. " 

This is not to say that there was not an «ven stronger endorsement of 
scheduled services in the Policy Statement. What was significant about 
the 1970 Policy Statement was that it gave as much recognition to charter 
services as it did, for this marked a departure from the prior policy 
statement that had been adopted under the Kennedy Administration. As 
far as scheduled services were concerned, the Policy Statement had 
quite a bit to say: "scheduled services are of vital importance to air 
transportation and offer services to the public which are not provided 
by charter services. Only scheduled services are expected to offer 
regular and dependably frequent schedules, and provide extensive 
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flexibility in length of stay, and maintain worldwide routes, including 
routes to areas of low traffic volume. Substantial impairment of 
scheduled services could result in travelers and shippers losing the 
ability to obtain these benefits. " 

• 

Given this recognition that both types of services had value to the 
traveling public, the Policy Statement concluded that each type of service 
should receive appropriate government protection if the service was 
threatened with substantial impairment. 

Another aspect of this part of the Policy Statement deserves note. U 
was quite explicit in the constraint that should be put upon government 
interference with the use and growth of charter services. As the 
Statement put it: "The widespread public acceptance of charters 
warrants care in taking any restrictive actions. A determination whether 
to impose restrictions upon charter services should consider principally 
the extent to which the ability to obtain frequent and regular travel would 
otherwise be prejudiced. If it is necessary to restrict charter services 
(because of their impact on scheduled services), the restrictions should 
be the minimum necessary to have the required effect. " 

I would not be overstating the case to say that the relationship between 
scheduled and charter services continues to be one of the key, if not 
the dominant competitive question in international air transportation 
today, certainly across the North Atlantic, and in other markets as well. 

Before discussing these issues, it might be useful to do so in the context 
of some statistics which show how these markets have grown. A table 
which I have included in the materials that I have distributed traces the 
growth of the charter and scheduled markets from the years 1968 through 
1971, and shows to what extent the charter growth is attributable to 
supplementals and to other charter operators whether they be IA I A 
members or foreign charter specialists. 

Let me say a word about this chart. It would be wrong to think that all 
of the so-called bulk transportation market travels on charter services. 
For some years now, the scheduled carriers have offered fares that 
are aimed at attracting groups of scheduled passengers, often at rates 
which are directly competitive with charter rates. Consequently a 
substantial part of the traffic on scheduled services as snown on this 
chart includes the kinds of passengers who would also be interested 
in flying on a charter flight, and indeed might well be flying on a 
charter flight but for the competitive aspects of the service and price 
offered by scheduled operators. Naturally, the converse is true: 
many charter passengers might well prefer scheduled service, given 
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an equivalently low price. And the Policy Statement recognizes these 
relationships, and states that: "Both scheduled carriers and supple¬ 
mental carrierc should be permitted a fair opportunity to compete in 
the bulk transportation market. " 

There is something striking about the growth of the charter markets. 
Notwithstanding the impressive upward slant over the past several 
years, it has taken place in the face of a tremendous variety of govern¬ 
mental restrictions, all designed to keep this growth under check. 

We have recently had occasion in the Department to make a summary 
of the different ways that we and other governments have chosen to 
restrict the use of charter travel, and I have included that tabulation 
in your materials as well. They vary from outright prohibition on 
charter flights to explicit numerical quotas on the number of charter 
flights that may be operated into a country (generally these prohibitions 
and limitations are addressed at the charter specialist. As I indicated 
earlier, on-route charter operations by scheduled operators are gener¬ 
ally allowed without restriction by governments)., Other restrictions 
have to do with the quality of service that you can offer, or the number 
of stops you must make, or the price that you must charge, or the 
relationship between the passengers that must exist before they can 
travel as a group. 

The differences between these existing restrictions, many of which 
predated the 1970 Policy Statement, and the teachings of that Policy 
Statement, are rather clear. That Policy Statement puts at issue the 
continuation of any such restrictions unless they can be justified and 
shown to be necessary to protect or preserve the convenience that only 
regular scheduled service can provide. Yet I arn frank to say that 
virtually none of these restrictions have ever been justified in these 
terms, and indeed I would venture to predict that not many of them 
would survive such an exercise. 

Since 1970, there have been a number of moves within the Federal 
Government to implement the teachings of this part of the Statement. 

On the international diplomatic front, the State Department has taken 
the fruits of an interagency drafting effort and attempted to interest 
countries in negotiation of bilateral charter agreements, agreements 
that would provide for the regular operation of charter services. 
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On another front, efforts have been made to identify what it is about 
the operation of scheduled services that is entitled to governmental 
protection, or that would serve as the justification for the restrictions 
on charter services that are now maintained by so many governments. 

This is the effort to identify what aspects of scheduled services, or- 
what level of scheduled operations, should be protected from substantial 
impairment, consistent with the public interest, within the meaning of 
the President's Statement of Policy. 

Our progress in thi s front has not been encouraging. The Department 
has proposed on several occasions to the Civil Aeronautics Board that 
an investigation be instituted that would address this issue, and upon 
which appropriate regulations might be based to apply whatever justi - 
fiable restrictions on charter services were found to be warranted. 

The Board has not instituted any such investigation. Indeed, before 
Congress recently, the General Counsel of the Board testified that he 
thought that such an investigation would be fruitless. I am not sure 
I fully understand that testimony. If he was suggesting that there is no 
way to identify what it is about scheduled service that the government 
should protect, I don't understand how we can justify any restrictions 
on charter services, at least in _a priori sense. If the Board is saying 
that damage to scheduled service can only be measured on an ex post 
facto basis, then restrictions should be lifted until their reimposition 
is justified. Or experiments should be tried, where their impact could 
be measured. 

As we see it, all restrictions on charter travel are tools to be applied 
to achieve an objective. Unfotunately, it's easy to become fascinated by 
the manipulating and sharpening of the tools. We believe we should 
first concentrate on exactly what it is we want to achieve, and then select 
the tools to do the job. Relevant to this issue, we do have the view of 
the Board on the issue of substantial impairment, at least as far as 
prior years are concerned. In the recently released decision of the 
Board concerning renewal of transatlantic supplemental certificates, 
the Board found that there was no substantial impairment of scheduled 
services for the years up to and through 1970. This conclusion of the 
Board appeared to be based upon findings that there had been no diversion 
of traffic or revenue from scheduled services, notwithstanding the 
strenuous arguments of the scheduled airlines in that case that substan¬ 
tial impairment had indeed taken place. 

Apart from CAB proceedings, the Executive Branch is currently 
engaged in discussions with European countries in an effort to identify 
on a statistical basis what level of scheduled operations does represent 
the minimal desired level of scheduled service in the public interest, 
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and the relationship of various charter concepts and rules to such a 
minimal level. If this level can be identified and agreed upon, we 
believe it will serve as a benchmark for the application of appropriate 
restrictions on charter operations to the extent that those charter 
operations appear to threaten the maintenance of that level of scheduled 
operations. 

Should this benchmark be identifiable, we would expect it to be of value 
in conjunction with the negotiation of bilateral agreements concerning 
charter operations. Indeed, it is my view that the identification of 
such a benchmark would facilitate negotiation of such charter agree¬ 
ments, because both sides would be able to understand that amount of 
characteristics of scheduled service they are concerned about protecting 
from substantial impairment. 

I should mention another aspect of the regulatory scene which bears 
on all that I have said. Both on this side of the Atlantic and the other, 
there is a gradually awakening disaffection with the concept of affinity 
charter regulations. That is, requiring that the people traveling in a 
charter group bear some pre-existing relationship or affinity to one 
another, by reasons of their common membership in some group that 
was formed for purposes other than qualifying for air travel. This 
concept has proven very difficult to enforce, and to the extent it was 
developed to constrain charter travel, it obviously has not worked very 
well. Consequently our Civil Aeronautics Board has proposed and is 
now considering another way of regulating charter travel, which would 
not apply the affinity concept, but instead would apply certain restric¬ 
tions to the charter traveler in terms of how long before the flight the 
ticket must be purchased, how much of a down payment must be made, 
how much of the down payment is forfeited if the traveler decides not 
to go on that flight, etc. 

In Canada and Europe, too, there is disaffection with the affinity concept and a 
desire to move to some excursion travel charter regulation which 
also would deal with the advance purchase and down payment features 
and other elements of the trip. Other countries share our view that the 
affinity concept is inherently discriminatory, and unjustifiably denies 
to many the benefits of low-cost charter travel. 

I think it's fair to say that our objective is that a non-discriminatory 
charter concept be developed which is open to widespread use. To the 
extent this concept becomes a substitute for the affinity rules, our 
regulations and the European regulations should be harmonious., I would 
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also say that in terms of our Policy Statement, the restrictions on the 
use of this type of charter - that is the advance purchase requirement, 
and the amount of the down payment, and other requirements all should 
tie tailored in the light of whatever protection of scheduled service it 
is felt is necessary to be accomplished by such restrictions. I hus 
these conversations that we're having with the European governments 
may have an additional potential application. They may serve as a 
basis upon which both the Europeans and ourselves can structure new 
charter regulations as to avoid undesirable impacts on scheduled ser¬ 
vice and yet allow the greatest feasible use of the new charter authority 
for the benefit of the traveling public. 

Before leaving the question of charter and scheduled competition, let 
me say a word about a current problem which the members of lATA 
have before them now. This is the proposal that would allow scheduled 
carriers to fill their unused capacity with small groups of charter 
passengers. This is a proposal that has been made by Pan Am and by 
perhaps some other scheduled operators, and is the subject of an LATA 
meeting that has been ongoing in Europe for some time. We've been 
besieged with views pro and con about this proposal. 1 rom the scheduled 
carriers we've heard that it's a desperately needed financial boost to 
their revenue position, and makes economic sense because the space 
on their scheduled flights that is involved would otherwise be unused. 
From the charter specialists, the supplemental, we've heard that 
this type of charter operation by scheduled operators would have a 
disastrous impact on charter specialists because it would siphon 
away from planeload charter operations many groups of charter 
travelers that would otherwise be grouped in planeload lots by charter 
organizers. From the standpoint of the traveler, which we like to 
make our principal focus, the prop 3al can be defended. It does make 
available to the charter traveler the facilities and the quality of the 
service provided by scheduled operators, and so long as the fare is 
commensurately lav, it appears to offer an advantage. But we have 
not been able to sort out the effect of the use of this device on the 
competition between the scheduled and charter operators. There is 
much to be said for letting the market work its will, but the supple¬ 
mental contend quite vigorously that this is an unfair competitive 
device. Once used to put the supplemental out of business, they 
argue, the scheduled operators' interest in charter operations will 
cease, all to the eventual disadvantage of the traveling public. The 
Policy Statement does warn us that the government should not allow 
enjoyment of the right to perform both scheduled service and charter 
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service to result a decisive competitive advantages for scheduled 
carriers. Therefore we have to consider whether this would be a 
decisive competitive advantage, and we do not yet have the facts at 
hand that would give us the conclusive answers to these questions. 

We understand that the Board has told the scheduled carriers that 
any such fare in their new fare package would lead the Board to 
institute a thorough investigation of the pros and cons, and we tend 
to agree that the issues raised by such a proposal would warrant a 
thorough factual investigation. 

III. Capacity problems. As the Policy Statement makes clear, our 
basic policy position is consistent with that which the U.S. maintained 
for many years. That is, there should be no pre-existing capacity 
constraints upon the capacity offered by ourselves or foreign airlines 
operating scheduled services to or from the U.S. , and that any diffi¬ 
culties that may arise with respect to excess capacity in the market 
should be resolved on an ex post facto basis. This principle can be 
said to be the keystone of the so-called Bermuda principles, and indeed 
distringuishes the bilateral airline relationships that we have with 
other countries from that which most foreign countries have amongst 
themselves. The practice abroad is very much predeterminism, with 
each country agreeing or arranging with others in advance as to the 
amount of airline capacity to be operated in particular market pairs. 

Over the years the pressures on us from other countries to erode the 
Bermuda capacity principles have been continuous, and these pressures 
are as strong today as perhaps they ever have been. Perhaps in 
response to these pressures, the Policy Statement states, forthrightly, 
that "attempts to restrict U.S. carrier operations abroad should be 
vigorously opposed, and where required, the United States should take 
appropriate measures against the carriers of foreign countries restricting 
U.S. carrier operations.". Consistent with this mandate, we have recently 
armed ourselves with a regulatory weapon to resist foreign restric¬ 
tionism. After a number of years of debate as to the form of the 
appropriate regulation, the CAB has adopted Part 213 of its economic 
regulations which enables the Board to react to foreign restrictions by 
requiring that the foreign carrier file its own schedule of operations 
with the Board, subject to disapproval by the Board, which itself is 
subject to Presidential review and veto. A similar regulation has been 
proposed which would apply to restrictions of charter operations. 

I am pleased to say that this retaliatory authority is not a paper tiger. 
Some time ago, the Board exercised it in the case of Australia. More 
recently, the British Governments restriction of National Airlines' 
frequencies from Miami to London has led the CAB to call for .the 
filing of BOAC's schedules under Part 213. The end of this particular 
story is not yet written, and perhaps Charlie Butler will want to comment 
upon it when he speaks to you later today. 
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The potential measures that this country might consider to further 
protect the Bermuda principles are worth some thought. Certainly, 
in a period of general excess capacity, the Department of Transportation 
would be interested in carrier proposals to agree upon some reduction 
of operating capacity. This is a principle which has already been found 
beneficial when applied to our domestic transcontinental operations, as 
well as operations from New York to Puerto Rico. Given adequate 
economic justification for such arrangements, we would be interested 
in at least examining a proposal for some comparable arrangement 
concerning international routes. 

Another practice which has been found to be a useful adjunct to the 
maintenance of Berrmxla principles, is called pre-screening. This 
involves the review by the United States Government of schedule changes 
by various American airlines, before the change is put into effect, to 
consider whether the changes might be the subject of some foreign 
protest on the ground of excessive capacity increase. Historically, 
the government has resisted putting itself in this posture with respect 
to our own airlines, but I think it's clear that on some occasions our 
own airlines have proposed capacity increases which cannot be defended 
in terms of economic projections, and whi ch have led to unfortunate 
strains on the maintenance of our Bermuda principles. I wholly agree 
that management discretion should control, at least in the first instance, 
with respect to the type and quantity of service that is provided in a 
market. On the other hand, economic opportunity should carry with 
it certain responsibility, and when a carrier appears to disregard such 
responsibility, it's appropriate for the government to think of ways to 
encourage the exercise of it. 

IV. Rate regulation. The President's Policy Statement generally 
calls for a continuation of our acceptance of IATA as the machinery 
for pricing scheduled services, and also recommends vesting the U.S. 
Government and the Board with authority to regulate rates and fares 
between the United States and foreign points, subject to executive 
review. Within the present Congress, such authority was granted to 
the CAB, and I have included a print of that public law in the papers 
which I have distributed. During the discussions before the Congress 
on the shape of this new legislative authority, Department of Transpor¬ 
tation urged on behalf of the Administration that the Board's regulatory 
standards be constrained, narrowly defined, and cost-related. Congress 
agreed that the Board's powers be constrained, and specified that the 
Board could suspend and disapprove international rates, but not fix 
them. With respect to the regulatory standards, however, the Congress 


rejected our approach, and chose instead to incorporate the Board's 
domestic regulatory standards, and also the principles that are found 
in standard bilateral agreements. Consequently, I believe it will be 
a considerable time before we see a pattern of the Board's regulatoy 
rationale under this law, largely because the exercise of the power 
should be relatively rare. 

We have on a number of occasions urged that air fares be related to 
costs. This was the thrust of the Department's testimony before the 
Board in the General Passenger Fare Investigation. It was also the 
basis of the Department's analysis last year of certain fares proposed 
by Lufthansa; that analysis was given to the Congress as part of my 
testimony on the air fare bill. And our interest in cost-related rates 
is not confined to air fares. It has served as one major rationale for 
the Administration's proposals to the Congress to amend the Interstate 
Commerce Act concerning the regulation of domestic surface transpor¬ 
tation. A major unresolved issue concerning air fares that faces the 
international airline industry and governments today is the extent to 
which fares should be required to have a particular relationship to 
cost. 

In the charter market, for example, fares are now set entirely by 
market competition; there is no existing industry group like LATA 
to set the fares, and there is no widespread governmental control of 
charter fares. One issue which we are considering now is whether 
there is a need for a cost floor under charter rates. The continuing 
increase of charter operations across the North Atlantic may be 
creating sufficient competitive pressures to drive the level of the 
rates below an economically sensible level. Given our general 
concern that transportation rates should not be allowed to be pushed 
by competitive or other forces below and appropriate cost level, 
we are giving some thought to identifying the current relationship 
betwem charter rates and costs, and considering ways in which an 
appropriate cost floor might be identified and applied to the level 
of charter prices. From the travelers' standpoint, this might 
prevent charter rates from sinking as low as the travelers might 
prefer. But we have never thought that the long-term interest 
of the traveler would be served by below-cost carrier operations. 

I might add that I do not view what I have just said as inconsistent 
with that part of the Policy Statement that states that "continued 
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support should ... be given to the establishment of LATA and non-LATA 
charter rates on a free competitive basis. " I have not suggested that 
charter rates be fixed; only kept from sinking to undesirable levels. 

V. In conclusion, let me summarize my impression of the imple¬ 
mentation of aspects of the President's Statement on International Air 
Transportation Policy over the last two years. 

In certain areas, where the Policy Statement took a new posture, 
there has been impressive implementation. I think particularly of the 
call in the Statement for additional CAB authority to regulate international 
air fares - that law has been passed and signed by the President. I 
think also of the call to this Government to react vigorously to foreign 
efforts to restrict our air carrier operations. And with respect to the 
adoption and application of Part 213 of the Board's regulations, as well 
as proposed action with respect to the service of Irish airlines to New 
York, this Government has shown that it is prepared to back that policy 

thrust. 

With respect to other major elements of the 1970 Policy Statement, 
the record of implementation is not as bright. The Policy Statement 
urged us to vigorously seek intergovernmental agreements covering 
the operation of charter services. Without passing on the vigor of .is 
effort, no such agreements have yet been reached. (But we art pressing 
forward, and such agreements may be reached soon. ) The Policy 
Statement commanded us to prevent the substantial impairment of 
scheduled services and charter services. While I am prepared to agree 
that this impairment has not taken place in the last two years, we have 
not yet fully identified the criteria of such impairment, so that we will 
be able not only to recognize it after its taken place but also prevent its 
occurence if it appears to be threatened. (Our talks with the ECAC 
countries may shed some light in this area. ) And I am afraid to say 
that the injunctions in the Policy Statement concerning improvements 
in the structure of LATA fares have not yet borne immense fruit. 

(But the new law under which the CAB can regulate international fares 
may lead to such improvements). 

So we have made substantial progress in the implementation of the 
1970 Policy Statement. And we have more yet to do. 

I would hope that all of you will consider it a responsibility to follow 
the course of this implementation, and let us know how you think it 
is progressing - particularly when you think it is not progressing 
fast or far enough. 
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, United States International Air Transpo rtation Policy -- 

The Promise and The Reality . 

Ladies and gentlemen, I believe the program has already succeeded 

in introducing the two of us to you and, for that reason, we can no doubt 

*/ 

dispense with the formalities of telling you who we are. Perhaps it v ould 
be useful to explain briefly why we are here participating in this Workshop 
and most particularly, on today's agenda. Clearly everyone on this after¬ 
noon's program was brought here to discuss a single subject this country s 
international air transportation policy. And obviously, the gentlemen who 
spoke here this morning have in the past been most instrumental in formu¬ 
lating the policy now in effect. 

In short, you have heard today from those who by authorship or 
assignment have a measure of allegiance to our government's international 
air transport policy. We have come here as two representatives of the 
scheduled airline industry whose work over the past several years has 
entailed living with, or perhaps more accurately -- coping with that policy. 
We are not here with an official statement of industry position on the subject, 
although to be sure much of what we will say is consistent with publicly 
espoused views of the scheduled airlines. We want to discuss some of the 
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things which from our experience we consider to be wrong about that 
policy. And, we would like to take advantage of the unique opportunity 
which this forum provides to raise some questions concerning a few 
the peered cows of U. S. international aviation policy down through the 
years. I hasten to say that we have not crept among you as iconoclasts 
in establishment clothing - but an idyllic setting such as this and our 
placement on tl.e program suggest that we have one last clear chance to 
catalyze thought toward resolution of what has seemed irresolvable. 

The major departure in this Policy Statement from its predecessor 
is in its discussion of the relationship between scheduled and charter 
services. The previous statement, reflecting the absence of charter 
services as a significant clement in international air transportation, made 
no mention of the proper role of such services. The new statement, in 
sharp contrast, carved out a whole new role for charter services and a 
new fertile field for controversy in international aviation relations, 
was no doubt predestined to be controversial. First of all, it is a subject 
matter never before dealt with in any international policy statement. 
Secondly, it is a subject matter which was debated long and strenuously 
in the halls of Congress by representatives of the scheduled and supple¬ 
mental carriers. Thirdly, it is a subject matter on which the represen- 
tatives of the various agencies involved in the policy review held differing 
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and in some cases deep convictions. The product was of course a 
compromise or, as some critics have termed it, a waffle --a waffle 
that says all things to all people. The end result is a shambles. 

The pious and naive hopes of its drafters have produced a situa- 

\ 

tion where international travel, particularly across the North Atlantic, • 
has continued to expand rapidly. But, the expansion has not been a 
healthy one. Charter operators are going broke; scheduled operators 
are losing money and the legal regime which governs operations is more 
chaotic than ever. 

I will address the capacity aspects of the charter policy, and Mr. 
Phillips will speak to the other competitive aspects -- entry and rates. 
Needless to say, in the real world they arc all interrelated, although 
government administration mistakenly deals with them as separate items. 

In discussing capacity, I would like to pinpoint one sentence from 
the charter section of the Policy Statement and the extraordinary proposals 
which have been built upon it. The sentence I refer to states "In any 
instances where a substantial impairment of scheduled services appears 
likely, it would be appropriate, where necessary to avoid prejudice to the 
public interest, to take steps to prevent such impairment." Mr. Binder 
has suggested that this constitutes a mandate upon the government to 
determine the level of scheduled service which is entitled to government 
protection. To arrive at this essential level of scheduled service, Bob 
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further suggested that the standard might take as its base the number 
of travelers using scheduled service at normal fares in a given base 
year, plus feome proportion of the number of downward diverted discount 
fare passengers. More recently. Dr. Cherington built upon the proposal 
by Mr. Binder by suggesting that a route-by-route tabulation of the .. 
minimum scheduled service required was not a workable approach and 
proposed that a generalized rather than a detailed yardstick be utilized, 
such as setting as the minimum requirement the availability to individually- 
ticketed passengers of a number of seats equal to 160 per cent of the 
individually-ticketed passengers in the preceding year, handled by all 
scheduled carriers plus an allowance for growth of 10 per cent. The base 
number of passengers would exclude GIT and other low fare excursion 

passengers handled on scheduled aircraft. 

Dr. Cherington added that further refinements might include some 

allowance for seasonality on the route. When constructive load factors 
for all carriers on a route drop below 50 or 55 per cent as related to the 
base requirements, Paul suggests that the Civil Aeronautics Board could 
unilaterally cut back on permitted charter flights by U. S. supplementals 
affecting that route and if the reciprocal country did not take similar 
action with respect to its charters, the Board could, perhaps after con- 
sultation, also curb foreign flag charters. Lastly, Paul suggested that. 
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if during n period of one or two years of study of Ihc minimal scheduled 
capacity requirements, it appeared necessary to provide a greater 
measure of protection for- scheduled service, the minimum standards 

could be tightened accordingly. And, as the frosting on the cake, Paul 

I 

argued that uncontrolled carriage of GIT or low excursion fare passengers 
on scheduled flights might he used by the scheduled carriers to drive 
charter operations of any type from the market except in the peak season 
and the Board should therefore have the authority to limit or curtail the 
amount of capacity offered to low fare passengers on scheduled flights. 

Ix*l me tell you why we feel these proposals are dead wrong, both 
as a matter of law and as a matter of policy. Congress in 1938, after 
several years of strenuous debate and careful deliberation, enacted the 
Civil Aeronautics Act -- providing a statutory framework for the sound 
development of a national air transportation system built upon the concept 
of regulated competition. Down through the years. Congress cautiously 
reviewed and updated that Act on many occasions. But throughout the 
process. Congress prudently maintained a regulatory philosophy which 
embodied these basic principles: first, competition to the extent necessary 
in the public interest, secondly, controlled entry, and thirdly, no govern- 

ment regulation of scheduled frequency. 

Yet, when the Administration issued its Policy Statement in June 
of 1970, it promoted a new and ambiguous standard for regulating com¬ 
petition in the public interest as it construed that philosophy, namely. 
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"substantial impairment. " The Administration borrowed this concept 
from the capacity provisions of scheduled service bilateral agreements, 
which guard against an undue effect upon a competing carrier. I do 
want to say, parenthetically, a few words about Bob Binder's discussion 

• 

earlier today of the letter exchange between the President and the Civil 
Aeronautics Board concerning the recent Transatlantic Supplemental 
Renewal Ca se decision. Tie suggested that it was improper for the Board 
to attempt to cut down the number of entrants from si* to five without a 
finding of substantial impairment. 1 would suggest that the Board was 
looking to the consideration that there should be "competition to the extent 
necessary... , ” a key element of Section 102 - the cornerstone provision 
of the Act. In other words, without presuming to declare who was right 
and who was wrong in the decision, it seems to me that the Board was 
attempting to follow the law, perhaps not necessarily the Policy Statement. 

In proposing a determination of the minimum level of scheduled 
service required, Mr. Binder and I)r. Cherington were suggesting that 
the rest of our air transportation needs could be taken care of by obligation- 
free. hit-and-miss, so-called "bull; air transportation” operations. The 
irony is that the clear Congressional intent was to build an air transporta¬ 
tion system upon a firm foundation of scheduled service, and supplement 
it with such charter operations as required. Implicit in the Congressional 
purpose was a mandate to the Civil Aeronautics Board to assess the maximum 
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need for supplemental service, not the minimal need for scheduled 
service. Indeed, the Congress very purposefully forbade the Board 
from controlling the frequencies of a scheduled airline, or its selec¬ 
tion of equipment. However, in order to insure that supplemental 

* 

air transportation remained just that, the Congress specifically em¬ 
powered the Board to exercise those controls over the supplemental 
airlines. Not only has the government never implemented this power, 
but the Cherington and Binder proposals would move in the opposite 
direction. 

Again if I may digress for a moment, I was interested in the 
comment of one of your gentlemen a few minutes ago suggesting an 
analogy between the establishment of a minimum level of scheduled 
service and the Board's stand on the specific level of service required 
to small communities. It seems to me that what Congress did was 
ordain for the latter area substantial governmental intrusion into the 
areas of managerial prerogative which arc so fundamental to our free 
enterprise system. Congress did this because of the federal subsidy 
supporting this service. The rationale was that Congress should control, 
through its arm — the Civil Aeronautics Board, the expenditure of punlic. 
funds. There is no federal subsidy involved in the trunkline service for 
which the Department of Transportation seeks to find a minimum essential 
level, and that.is a critical distinction. 
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Now If I may go back lo the basic train of our presentation. 

I have talked up to this point about what the law presently provides. 

But obviously, and I am sure Bob Binder would be among the first to 
point this out, the law will not serve society if it will not change to 
accommodate society’s changing needs. Let us examine then whether 
the law should be changed as a matter of policy. As I mentioned. Bob 
first proposed in somewhat vague terms that some proportion of the 
number of discount fare passengers carried on scheduled service be 
included in the essential service base. Dr. Cherington, testifying on 
behalf of the supplemental*} in a Congressional hearing, suggested a total 
exclusion of this volume of passengers in the measurement. In short, 
both proposed that inevitably the amount of low fare service offered on 
schedules would be restricted, forcing those passengers into charter 

movements by cither class of carriers. 

The question is what part of the public could possibly benefit from 
such a policy. Not low fare passengers, for they would be limited as to 
the amount of scheduled service opportunities they would now find available. 
Some would find themselves forced into charters, whether they wanted 


that form of travel or not — with the inherently greater restrictions on 

* 

when and how they could travel, assuming they could establish chaitoi 


eligibility in order to find any low fare outlet whatsoever. I am not talking 
about a handful.of passengers — in 10*2 across the Atlantic alone, the 


scheduled carriers will be carrying some 0.5 million passengers meeting 
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this low fare description. In a predictable competitive response, the 
charter proponents now propose to shut out flexible low fare oppor¬ 
tunities for a substantial portion of the market. 

It would follow, perhaps, that if the discount fare passengers 
would not stand to benefit from the proposals of Messrs. Binder and 
Cherington then at least the full fare passengers might. They would not, 
and could not. If I could leave no other impression here, 1 would be 
satisfied if there could be a better understanding that the scheduled 
industry has been successful in developing an integrated, full service 
scheduled system since World War 11 because all sectors of the traveling 
public mutually reinforce the economic viability of this system as a whole, 
and the re foie each part of the market benefits from the existence and 
support provided by the other parts. In other words, the ability to carry 
the business traveler, the government traveler, the military passenger, 
the vacationer, the youth passenger -- all on the same scheduled flight 
enables the industry to provide better service, better equipment, and a 
lower average fare to the entire public, than would be possible if major 
parts of these markets were segmented away from the scheduled system. 

The supplemcntals, borrowing from economic purists, argue that 
the full fare passenger subsidizes the discount fare passenger. To the 
contrary, discount fare passengers fill the seals and produce the revenues 
which enable the carriers to offer the range and volume of services which 



Without them, our 


everyone including the full fare passenger enjoy-:, 
industry could never have moved success full, into the first jet era, nor 
could we now support the largo capacity jets of this generation of equip¬ 


ment. 

1 Without the revenues from discount fare passengers, we would 
have to charge full fare passengers higher fares. Despite the contention 
that premium fare passengers are price-inelastic, experience demon- 
strates that when a substantially higher fare is introduced, the fewer the 
passengers willing to pay it. The formula partially adopted by Mr. Binder 
and fully advocated by Dr. Cherington would thus lead to constantly 
decreasing levels of "protected" scheduled service. As the ability to 
carry both business and pleasure travelers oji scheduled flights was re¬ 
stricted, the number of those scheduled flights would ho reduced and many 
transatlantic markets, for example, could no logger support even daily 
service with conventional jets and might be forced to once-a-week service 
or less with 747's. 

1 understand that Mel Brenner offered you an analysis the other 
day of what could happen to the New York-Paris market, for example. 


applying the Cherington formula, finding th" 




level of service would be one 7 07 every two or thr ee days or one 747 
every five days for most of the year. J’lie Bcrmuda-typc agreements, 
which we hove 'long; fought to presev 'e with our foreign partners, would 


JMHM 


4- 

- 10-A - 

not permit us to unilaterally restrict the service offerings of our foreign 
flag competitors. You can imagine then what /ir France would do to 
our carriers' market participation with their twice daily 747 offering. 

Before leaving the subject, I might mention that the Cherington 
I 

proposal in particular gives no weight whatsoever to the value of sched- - 
uled service to the movement of freight and to the postal service -- key 
considerations in the determination of the public interest called for under 
the cornerstone of the Federal Aviation Act, Section 102. The fact that 
only the scheduled industry has the legal authority, the facilities and the 
total system to meet the needs of all parts of the air travel and air freight 
markets -- the fact that only the scheduled industry is equipped to provide 
the full service required in the national interest is not to be taken lightly. 
The proposals of Mr. Binder and Dr. Cherington would leave large parts 
of the public with less good service, or higher cost service, or both. They 
should be summarily rejected. 

As I said at the outset, Gabe is going to address the other competi¬ 
tive aspects, dealing with entry and rates. 


i 
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« 1 

Mr. Landry cited only one relevant sentence from the charter 
section of the Statement. There are several other pertinent provisions 

l • * 

which are appropriate in this context. Let me quote a few: 
t ' "While the roles of scheduled and s upplemental 

4 

carriers are different as described in this Statement, 
there has nonetheless developed in certain areas com¬ 
petition between them. This may, indeed, increase." . 

f 

* * * '• 

"Charter se rvices by scheduled and supplemental , 
carriers have been useful in holding down fare and rate 
levels and expanding passenger and carfto markets. They 
offer opportunities to exploit the inherent efficiency o f 
planeload rnovom c.n t and the c 1 astic ity of demand for inter ¬ 
national air transport. They can provide low-cost t rans¬ 
p ortation of a sort fit ted to the needs of a sinnificant 

porti on of the t ravel in g public. 11 

* ❖ 

* 

•* _ 

"Add itional un iformity and simplification of c harter 
rules is desirab le, and an ef fective cha rt er enforcement ’ * 

program should be maintained." • „ 

$ if if 

o 
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"Doth scheduled carriers and su ppl emental 
carriers should be permitted a fair opportunity to 

l 

1 compete in the bulk transportation market. 1 1 
• . * # * 

"Licer ising tools (geographi c limi tations, charter 
definitions, volume restrictions, etc.) con be utilized 

\ 

to adjust the competit ion between sche dul ed services and 
charter services. 11 

* * * 

"The foreig n la nding rights for chart er services 
should be reg ularized, as free as possible from substantial 
restriction. To accomplish this, intergove r nmenta l agree - 
ments covering the ope ration of char ter .ser vices should be 
vigor ously so ugl it, distinct, howev er, from a greeme nts 

covering scheduled s e rvices. 11 

* * * 

This is a recital of the promise of the Policy Statement. Lei's look 
at the realities. One place where the promise ignores reality is in failure 
to recognize that the international air transport passenger market is one 
market. Today, over the North Atlantic **- the world's preeminent inter¬ 
national passenger route, only 30 per cent of scheduled service passengers 
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move at first class and regular economy fares. The remainder move at 
promotional fares of one kind or another. Just five years ago, nearly 
55 per cent of scheduled carrier passengers moved at first class and regular 
economy fares. Clearly the proportion oi premium fare passengers is 

dwindling. 

* • 

Yet the Policy Statement attempts to assign as the preserve of 

charter services the bulk transportation market. This can represent as 

much as 70 per cent of the current scheduled carrier traffic across the 

North Atlantic and of course all of the charter traffic across the North 

Atlantic, or roughly eight out of every ten passengers. 

Who would be entitled to operate charter services for this bulk 

tran.*; portalion market. Today, there are seventeen foreign and three U. S. 

scheduled operators. Additionally, there are six U.S. supplemental and 

twenty-three foreign charter specialists so authorized. 

Now the Policy Statement calls for regularization of charter services 

through the establishment of intergovernmental agreements. Additionally, 

the Statement calls for uniformity and simplification of charter rules and 

an effective charter enforcement program. It also states that licensing 

tools can be utilized to adjust competition between scheduled services and 

charter services. But there simply will not be an international legal r egime 

% 

for charter services under present circumstances. Why? 


O 
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There are too many operators* 

'J'lic competitive structure is too irrrUouaJ. 

Neither the United States nor its prospective bilateral 
partners have come to grips with the rules of the 

game. 


Let's look at these problem areas. The pattern of scheduled 
services is built on a foundation where TT.S. operators obtain certificates 
of public convenience and necessity which specify the permissible scope 
of operations by means of linear routes with specified terminals in the 
United States and abroad. The certificates are granted in complex licensing 
proceedings where careful consideration is given to the needs of the traveling 
public in specified markets, traffic flow projections, likelihood of profitable 
operations, competitive impact. This operating permission is then imple¬ 
mented throu a a series of bilateral agreements which also carefully define 
the routes being exchanged specifying the terminal and intermediate points. 

A careful IviVmic:* is drawn between the economic opportunities available 
to tlu; one .side and the other. Reciprocity is thvs formally and rationally 
established. Of cutT. e, in order to obtain ace* ss for U.S. carriers to 
Ireland and rli- United Kingdom, France, Gerjcc) -, Italy and all the coun¬ 
tries in Europe, access to the United Slates is given to airliner, of each of 
those countries. Thus, the seventeen foreign schedule ’ operators and 
three scheduled U. S. operators across t'u For!) Atlantic. 
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In the charter service area, there arc as yet no bilateral agree¬ 
ments. The United States seeks to obtain landing rights for its charter 
specialists by granting foreign operators permits willy-nilly in the hope 
that the foreign government will reciprocate. Needless to say, the system 

doesn't work very well. * 

The reality is that the same pattern for charter service bilaterals 
is neither necessary nor desirable, but the United States Government has 
failed to recognize this. The six U. S. supplemental carriers were given , 

blanket authority to serve any points in the United States and any point in 
Europe. No single European country is going to allow six U. S. carriers 
with identically broad authority to serve from any point in the United 
States and at the same time be faced with U. S. scheduled operators--three 
in the case of the United Kingdom and two in other major European countries. 

They, unlike the United States Government, have some concern for not only 
the impact on scheduled services but the overall competitive impact on 
their national carrier. 

The way to bring order out of this arrangement is for the United 
States first to recognize that it need not have six U. S. charter specialists 

i 

operating in the same market even if charter services are to become the j 

dominant mode of travel in the future. If the United States were to reduce 

• % j 

the number of charter specialists through a more careful definition of the 
countries in Europe or of the geographical area in the United States which 

Oi 

I 
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each could serve or a combination of both, foreign governments would be 
faced with a more acre pi able competitive environment. Secondly, the 
United States ought to recognize that .he European market is a homogenous 
one, and its requirements at ‘0 more than adequately served if entry is 
secured at three or four key gateways in Europe, With this recognition, 
the United States can seek to limit the number of European operators to 
that number necessary to secure entry' at such gateways. 

As an alternative, foreign governments might also be more amenable 
to a charter services agreement if there were imposed some sort of frequency 
or capacity limitation on charter operations as the Federal Aviation Act 

and the Policy Statement recognize. 

Turning to the rules of the game problem, this has been the greatest 
impediment to any intergovernmental charter understanding thus far. The 
United Stales has one set of rules; each of the other countries has its own 
set of rules. To be sure, European governments have brought a certain 
harmony into their charter rules through ECAC's efforts in further 
- recognition of the homogeneity of that market. The difficulty is twofold. 

The rules have constantly changed and expanded over the years and have 
constituted a more significant grant of authority than the basic licenses 

* v 

themselves. The second difficulty is the insistence by the United States that 
charter service arr angements be bilateral when the Europeans insist on a 
common approach or at least uniformity in rules. 



To illustrate the changing nature of the rules, charter services 
were by definition originally confined to single entity or own-use charters 
and affinity charters. The respective definitions are by now well known 
to n^ost of you. Then a new kind of charter was established --an inclusive 

4 

tour charter which is not a charter in the historic sense at all since the 
members of the group have no affinity. 

As more and more people desired to take advantage of the lower 
fares of charter services, violations of the rules became rampant. Govern 
ments were unable to bring themselves to enforce such rules although the 
rules were and are enforceable. Instead they groped for a new kind of 
charter which would not have the enforcement problems and so-called 
discriminatory features of affinity charters and have come up with a travel 
group charter concept. This proposal is still in the developmental stage 
on both sides of the Atlantic. 

In its attempts to reach formal charter service agreements, the 
United States has sought to overcome the diversity of rules by suggesting 
that the rules of the country of origin of the charter apply. Foreign govern 
mcnls have wisely recognized,however, that the rules of the game must 
be mutually agreed upon and bavc rejected the II. S. suggestion. They are 
currently seeking, through the ECAC/US/Canadian discussions, to arrive • 
at a common travel group charter coneept. 
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needs of a significant portion of the traveling public. It is of course true _ 
tliat charter services operated in full planeload Ions can be priced lower 
than scheduled services operated at less than full plane lots. And they 
have indeed exerted a downward pressure on transatlantic fares, at least 
in the last five years, although the importance of that impact is somewhat 
overexaggerated. 

To quote from a recent IATA study, 

( "The scheduled operators' awareness of the demand for low price travel 

is not recent but has extended throughout the years. In 

their endeavours to cater for this traffic they have maintained 

a constant review of fare levels, introduced new types of 

fares, amended and improved existing fare types. 

"From an original position of one class of travel with one 

fare level a structure has been developed which provides a 

wide range of promotional fares. Highlights over the years 
• / 

were the introduction of - 

« 

• _ a new lower class of service ~ tourist class. (19 j2) 
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Now the second place where the promis.c ignores reality is in the 
wishful allegation that charter services hold down fare levels and expand 
markets," offer opportunities to exploit the inherent efficiency of planeload 
movements, and provide low-cost transportation of a sort fitted to the 


C 


a family fare (1955) 
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a short limit validity Winter excursion fare (195G) 
a third class of service - economy class (1958) - 

i 

tourist class service was abandoned in 19G0 
, - different fares for jet and propeller services (1960) 

group fares (1962) 

a progressive extension of the short limit validity 

excursion fare beyond the Winter period until in 

1966 it v/as available year round 

inclusive tour fares (19GG) 

group inclusive tour fares (19G7) 

contract bulk inclusive tour fares (1969) 

longer limit excursion fares (1970) 

lower level longer limit excursion fares; youth fares 

(1972). " 

International scheduled service fares are highly regulated. Charter 
service fares are hardly regulated at all. Until both classes of service 
are brought within the same price regulation mechanism, the passengers 
to be sure will benefit over the short term from low fares, but the operators 
will go broke. 

Lei's look at what is happening. The situation for the supplemental 
as a group is grim. From 1970 to 19Y1 seven of the thirteen supplemental 
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carriers' financial condition worsened. At the same lime, the supple¬ 
mental carrier industry moved from a $240, 000 net profit to a loss of 
$3. 9 million. In the first quarter of 19V1 the supplemcnlals lost approxi¬ 
mately $900, 000. In the first quarter of 1972 they lost $2. 5 million. 

Their financial condition appears to be worsening in 1972; only three 
show a profit in the first quarter. One of the supplemental transatlantic 
operators has ceased operations this year. The European experience 
is similar. 

As for scheduled carriers, transatlantic operations in 1971 were 
a loss for all but two -- TWA and El Al. One analyst has estimated the 
loss by IATA carriers on the North Atlantic at about $300 million in 1971, 
and projects a $400 million loss in 1972. 

• And, let's take a look for a minute at the alleged inherent efficiency of 
charter services in the context of the North Atlantic market. The market 
has always been known for its high seasonal peak in the summer months. 
Today, in fact, about one-half of the total market moves in the months of 
June, July, August and September. The continually lower fares and the 
more intense supplemental competition have only served to intensify that 
peaking. A second feature about that peaking is that the preponderant 
traffic movement is eastbound in June and July and westbound in August 
and September. For scheduled services, operations are nearly at 100 per 
cent loads eastbound in June and July and only 50 per cent westbound. In 
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August and September there are 100 per cent loads westbound and 50 per 

cent eastbound providing a maximum average load factor for the four 

( 

months of about 75 per cent. Even with sharply reduced capacity in the 

shoulder and off-peak months, average loads over the entire year can 
* 

never exceed more than GO per cent. Obviously, over the long run, prices 

for North Atlantic travel must reflect that kind of optimum load. 

Now, how are charter services any different? I submit that they 

are not all that different since it is the same market with the same peaking 

and the same directional flow problems. Consequently, large-scale 

charter operations will not have the benefit of back-to-back operations at 

full planeloads and thus a certain amount of ferry mileage has to be built 

into charter pricing. Charter services will also need substantial fleet 

sizes to accommodate peak summer season travel should that become the 

prevalent type of service. What happens with the aircraft in the off-season. 

! * 

Heretofore, the U. S. supplemental nave had the luxury of substantial 

military charter business available to take up the slack. This military 

business is rapidly disappearing. Charter specialists will invariably be 

faced with low utilization which will add another cost item to be recovered 

in the price structure. Thus the economies of the two types of operation 

* 

will move closer and closer together and so ultimately will their price 


structures. 
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(Landry) 


Conclu sion 

In nummary, tho Policy Statement attempted by Executive fiat 
to equate tho roles of supplemental and scheduled airlines in the so- 
called bull; air transportation business. Back in 19G2 when Congress 
established the legislative authority for supplemental air carrier opera- . 
tions, Mr. Staggers who is now Chairman of the House Interstate and 
Foreign Commerce Committee stated: "The House is also convinced 

that the existing volume of charter business is adequate to support the 

* 

supplemental air carrier industry and that the potential in tins field is 
very promising, provided that the CAB adopts a realistic approach as to 
the number of carriers required by tho public convenience and necessity." 
Unfortunately, the CAB did just the opposite. It certificated twelve car¬ 
riers, some of which have since failed. It put six II. S. flag supplemental 
carriers across the Atlantic, thereby inviting reciprocal action by their 
foreign governmental counterparts and thus sowed the seed for the nearly 
disastrous economic situation for all participants in the market today. 

There in just not that much room in the inn. 

We would suggest that charter specialists ought to be tailored in number 

as have U.S. scheduled operators, with perhaps one charter specialist in 
each ocean, perhaps a maximum of two in the thicker Atlantic market. 

Or, if full decertification is too harsh a i emedy, limited rather than broad 
geographic licenses should be the rule. 


i. 
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As a parting shot, v/e would suggest that the government would 
be mistaken to preserve the artificial role of the charter specialists 
at any and all cost, for their main value is the alleged Competitive spur 
in pricing. The need for a competitive spur is only a sometime thing. 

The introduction of new types of equipment and the very basic need to 
fill seats are a more continuing spur. Let’s face it -- the public by and 

large doesn't give a hoot about charter services. The public wants low 

* . **-% 

fare services with as much convenience and flexibility as it can obtain at 
such fares. 

We sincerely believe that a group of full service carriers can meet 
the full spectrum of the demands for air transportation more efficiently • 
than two or more groups. The best public service for all elements of the 
traveling public can be provided by full service carriers. They meet the 
emergency and short-term demand requirements. They provide appropriate 
discount fares on scheduled flights for individual travelers who are more 
flexible. They offer special fares on scheduled flights for groups not 
requiring full aircraft charters. And, they provide full airplane charters 
for qualified groups. Thai whole array of services is available regularly 

and dependably at every city on the system. 

Hut let there be no mi stake--! f charter services are ordained' 

as the sole vehicle for the mass .m rket. we will devote our energies and 
resources in full'measure to that service The public and the economy 
which depend upon regularly scheduled service will be the losers. 


o 
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